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January 17th, 1939.
To:
A ttorney G eneral J ohn J. B ennett , J r .
From: A ssistant A ttorneys General A mbrose V. M cCall and M ax
F urman .

The conference on Accounting Practice and Procedure was held
on January 6th, 1939 in Boom 500 of the State Office Building, at 80
Centre Street, New York City. We were assisted by Dr. Harlan H.
Horner, Associate Commissioner of the State Department of Education,
who presided over the conference with us. The general public interest
occasioned by the calling of this conference and the eminence of the
professional people can be seen by an examination of the list of speakers’
names and the general record of attendance which appear in the index
of the minutes of the conference.
The conference definitely cleared the air of considerable confusion
and we shall in this report attempt to draw our conclusions from the
statements presented. In doing this, we have confined ourselves solely
to the record of the conference. We have drawn on our own experiences
and on many communications which have been sent to us both before
and after the conference.
All the technical recommendations and suggestions contained in
this report have been made by Mr. Furman. They represent not only
his professional viewpoint but also coincide with the views of Mr.
McCall which have been formed as a result of the many years of experi
ence in investigating financial statements and balance sheets.
The reports are replete with recommendations by qualified account
ants that are unquestionably of considerable merit. We have not at
tempted to summarize these recommendations but merely confine this
report to such matters which we feel should be drawn specifically to
your attention.
It has definitely been shown that the balance sheet examination as
conducted with the consent, approval, and even direction of the Ameri
can Institute of Accountants and by the New York State Society of
Certified Public Accountants was not designed nor calculated, nor so
formulated or conducted as to enable it to disclose collusive manipula
tions by employees. It is natural, therefore, that this form of examina
tion does not disclose any collusive manipulations by the management
of corporations. This conclusion is supported by the joint statement
of both Societies submitted to our conference.
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Of course, the investing public, not knowing this, properly has
assumed that the form of examination was designed to assure honest
assets and liabilities and it has always given due credence to financial
statements prepared by certified public accountants. It is with this
disillusioned public confidence that we are particularly concerned.
The duly accredited Societies of Certified Public Accountants
allege, and this is borne out by the statement submitted by the New
York Stock Exchange, that this limitation in audit by the accountants
was completely disclosed years ago by the issuance of publications
through the facilities of the New York Stock Exchange and by the
Societies themselves. These publications clearly disclose the limited
scope of the examination upon which the balance sheets are submitted.
It is our opinion that no amount of publicity of this type will reach
or penetrate the mind of the investing public. That group will always
believe that if a certified public accountant' s name appears on the face
of a balance sheet that such accountant has made sufficient examination
to assure himself that the statement truly reflects the financial condi
tion of the company as of the date mentioned. It is also our opinion
that nothing short of clear unequivocal language on the face of the bal
ance sheet showing what the accountant has not done will relieve the
accountant of his moral if not legal responsibility in this regard.
By such language we do not mean qualifications such as “ supported
by certificates of responsible officials,’’ or the statement obscured in
the standard form of certificate “ We did not make a detailed audit of
the transactions,” and “ obtained information and explanations from
officers and employees of the company.” We believe rather that the
balance sheet should contain the statement “ inventory has not been
verified" or “ accounts receivable were not tested or verified by direct
communication."
There can be no dispute that such qualifications, given sufficient
prominence, would promote greater honesty and accuracy than the
methods heretofore used.
Of course, balance sheets, qualified as suggested here, would right
fully be greeted with scepticism by the public. That brings us to the
consideration of the fact that the effect of these very obscure limita
tions were known and approved by the New York Stock Exchange as
far back as in 1933 when they consulted accountants with regard to the
scope of their examinations. It is noted that the accountants they col
laborated with are the nine audit firms who conduct most of the audits
of corporations which are listed on that Exchange. It is some satis
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faction to learn that a new study is being made by the Exchange to
remedy the situation.
The conference revealed further that, while the New York Stock
Exchange was accepting these qualified and unrevealing balance sheets,
credit men generally realized their danger and have insisted for a con
siderable period on balance sheets that were not qualified as to “ collu
sive fraud.’’ The credit men inform us that they have been extraordi
narily successful in this regard.
It appears therefore that credit men are less gullible and trusting
than the investment group in that they demand information more com
pletely verified for their employers than do the investment bankers for
their clients.
It is argued on behalf of the Societies that inventories cannot be
evaluated by them as to quantity, quality or condition. They do, how
ever, recommend that the taking of inventories be supervised in the
audits of smaller concerns.
We recognize the expense and difficulty in a complete verification
of inventories in a large concern. We do not agree, however, that they
cannot be tested in sufficient quantities to assure the accountant that the
inventory has not been materially over-stated. If the accountant of a
smaller concern is competent to judge his client’s merchandise, there
seems no reason why accountants with larger staffs of men cannot
have some men with varied experiences to cover most industries. As to
those which are entirely unique, there seems to be no reason why quali
fied appraisers could not be hired to appraise quantity, quality or con
dition. Surely the larger firms of accountants do not hold themselves
out to be less competent than the auditors of smaller organizations.
Similar objections are raised by the accountants to the verification
of accounts receivable by direct communication. It is admitted that
this is the surest method of verification, and it is recommended by the
Societies to auditors of smaller firms, but it is considered optional only
with the auditors of larger firms. We feel that a sufficient number of
customers can be circularized to furnish the accountant with a clue as
to any manipulation even in a large corporation. Furthermore, a
test check, properly diversified, would act as a deterrent to the schem
ing employer or management, which Would justify its cost as much as
the fraud it might disclose.
The discussion disclosed that accountants were often limited by
their clients as to expense and to the scope of the audit itself. When
the accountant permits himself to be thus restricted he becomes nothing
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more than an employee and is forsaking his true professional duty to
the public and others who rely on his report. If the profession will
permit such limitation and domination, it definitely undermines the
very reason for its professional recognition.
One more word on the standard balance sheet investigation before
we pass on. As the conference discussed its weakness in not disclosing
collusive fraud and under-statement of assets, we wondered just what
the audit did disclose. Collusive fraud is a subject so broad, when we
consider it in the light of the McKesson & Robbins and Whitney cases,
that if the accountant can relieve himself of this responsibility, he
serves no purpose whatsoever. Every large organization has on its
payroll some comptroller or auditor who will and can prepare a balance
sheet in accordance with the wishes and purposes of the management.
It is not necessary to hire independent auditors to go through the
“ hokus pokus” of an expert accountant’s examinations to stamp their
approval thereon.
The human element in accounting plays as important a part in
an audit as the scope and program of the audit. The frauds complained
of in specific cases by the Attorney General would have been disclosed
much sooner had the auditors displayed sufficient initiative, business
acumen, energy and scepticism in their work. It is fair to say also
that the accounting profession should not be pilloried for the failure
of the human element and we hold very definitely to that statement. We
feel, however, that much can be done to minimize this by the profession
itself if it will search the methods, habits and the formulas of internal
management of their own audit firms.
Some suggestions were made with regard to minimizing the dan
ger due to human frailty. One is that the staff which conducts the
audit be rotated often and that the audit program be varied each year
so that collusion or manipulation which escapes discovery one year
may be disclosed the next. Had this been done in two of the cases
under scrutiny, the frauds would have been discovered much sooner.
We think well of this suggestion and feel that it should be developed
further and given more prominence.
There was too little said at our conference with regard to matters
which go more to the very base of this situation. As we read the tran
script of the conference, we wonder what kind and how much work
should be delegated to junior accountants, who have merely a smatter
ing of theory learned in the schools and have no business experience
whatsoever. We wonder to what extent the limited experience and
initiative of a semi-senior or a senior accountant can be permitted to
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carry on with no supervision. Just what part shall the partners of the
audit firm, who have initiative and have even the authority to embar
rass their clients by their questions, take in the conduct of an audit.
Our experience has shown that altogether too much of the audit is
performed by employees, oft-times underpaid and unqualified, and
that the principals of audit firms have taken little or no part at all in
the program of the audit. Contracts for audits are awarded on the
strength of the reputation of the principal and not of the staff of the
firm.
We feel that the Societies of Certified Public Accountants could
go a long way in eliminating the failure of the human element in the
course of an audit by defining the duties of the partners of a firm as
well as the duties of the employees. If the principals of accounting
firms have degenerated to nothing more than super-salesmen or person
nel managers, and have deserted their profession for the more lucrative
returns of mass production, all the theory of accounts and standardiza
tion of audits prepared by the Societies will not save the profession
from complete loss of public confidence.
We are pleased to hear that the New York State Society of Certi
fied Public Accountants will hold a series of hearings to discuss the
situation with a view towards remedying it. We know of no group
more qualified to perform this service. Severe criticism has been
leveled at this Society in the course of our conference. We have no
means of determining its truth or accuracy, and investigation therein
might be considered presumptuous by infringing upon the jurisdiction
of the State Department of Education. The fact is that the State De
partment of Education has given at least a semi-official standing to this
body as representing the best interests of the profession, and so, we
are pleased to submit the above suggestions for their consideration.
The conference brought out quite clearly that accountancy does not
stand in the same position as other professions with regard to licensing.
We believe that only those qualified by a State Board examination
should be permitted to practice as public accountants, and that there is
a great public need for such legislation.
We recognize that a sizable group, many of whom are quite quali
fied, are now practicing accounting, have passed no such State Board
examination and that the licensing of only certified public accountants
might work as an unfair hardship on that group. We do not agree,
however, that such group should be licensed without having passed
qualified examinations to indicate their fitness for the task. The solu
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tion we should favor would be to permit those who can establish that
they have been employed in the public practice of accounting to take the
certified public accountant’s examination within a stated period without
requiring of them the customary academic requirements and that there
after only those who can meet and have met the already high qualifica
tions of the Board of Regents be permitted to practice.
In this regard, it would be necessary to define the word “ practice.”
A senior accountant directly in charge of an engagement, it seems
to us, is practicing even though he does so as an employee of an ac
counting firm. In our opinion his position is no different than if he
were engaged in the practice of accounting on his own behalf.
The licensing of accountants will give the Grievance Committee
sufficient power to regulate the profession and to maintain its integrity
and worth to the community that it serves.
There is no intent in this report by us to lessen the importance of
accountancy. On the contrary, we realize its need by business men
more clearly than do most others. We know that it can serve a function
in our economic life such as no other profession can or does. It has the
power to lift the commercial enterprises of the nation to a high ethical
level. In that respect while criticizing its conduct in the past, we offer
our praise for what the accounting profession has already accom
plished, and we look forward to the improvements that it should and no
doubt will make in its procedure and conduct.
A mbrose V. M cCall,
Assistant Attorney General in Charge.
M ax F urman ,

Senior Securities Accountant.
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The Conference was convened at 10:30 A. M. in Room 500, State
Office Building, 80 Centre Street, New York, N. Y., by Assistant Attor
ney General Ambrose V. McCall.
Mr. Leslie Gould, Financial Editor of the New York Journal, is
introduced by Mr. McCall.
Mr. Leslie Gould: Just as an accountant under the so-called ac
cepted principles of his business sticks in a qualifying clause that
gives him an out when things go sour, I must warn you I am not a
speaker.
My job is writing. So you will have to pardon me if I read my
notes.
I am not an accountant, and the way the bricks have been falling
lately, I certainly am glad I am not one. I happen to have a brotherin-law who is, but I haven’t seen him since the McKesson case broke
and, to keep peace in the family, probably won’t for some time to come.
But to get down to the business at hand, I am a layman and my
views are naturally those of a layman. I have been a financial editor
for eight years; in Wall Street ten, and a newspaper man 22 years.
As most laymen, which takes in the nation’s some 15,000,000
security holders, I have always been under a delusion—a delusion that

10

independent outside audits of a company meant real, honest-to-God
checks on a company’s records, financial statements, inventories, cash,
receivables and so on. That, as a class, accountants were suspicious
guys who took a delight in taking nobody’s word, even as to a pencil
sharpener, and that while a crook might get away with something one
year, he could not do it two years running. In brief, that accountants
were the watchdogs. Well, in the last few months I have discovered,
as have so many others, to w it: some stockholders—that all this was
fine theory but not the actual practice or fact.
So, I have a feeling today much as I did after the exposure of
Richard Whitney. One of shock and amazement. It is getting so you
don’t know who and what you can trust and depend on.
Now, accountants tell me, and I have been hearing from plenty
of them, for we were the first to break the crooked angle in the McKes
son case and the first to point out how it was done, that the McKesson
and Robbins accountants only followed the accepted principles of
American accounting, and that it could have happened to any other
accounting firm.
And they probably are right. For in the last few years we have
such examples a s :
Kreuger and Toll and International Match, Richard Whitney,
Interstate Hosiery and finally McKesson and Robbins.
In every one of these cases, accounting firms, reputable ones, some
of them the best in the business, for years on end failed to even smell
a rat.
It happened to be in the Kreuger and Toll case, that Price, Waterhouse, the accountants for McKesson & Robbins, caught that swindle
in an examination of the Ericson Telephone Company, controlled by
Kreuger.
In the International Match and Kreuger and Toll cases, no test
checks were made of stuff outside of the countries. The inventories
there were securities.
In the case of Richard Whitney, a certified public accountant
apparently failed to analyze a controlling account in the name of the
principal partner of the firm. Thus the accountant failed to disclose
the firm’s liability to customers for securities and for cash of these
customers in the firm’s possession.
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Richard Whitney, it was brought out in testimony, misused his cus
tomers ’ securities as far back as 1926. He was not exposed until this
year and then not by an accountant, but by a false rumor on the floor of
the New York Stock Exchange.
Take the case of Interstate Hosiery. An accountant employed by
a reputable firm of auditors for a number of years deliberately and
intentionally falsified the records of the corporation, to the tune of
a million dollars, if memory serves me correctly. He thus caused the
books to indicate profits and to show inflated assets, with the result the
corporation paid out too much in dividends and impaired its capital.
There was also a smaller case—that of Walter J. McCaffray &
Company, a member of the Stock Exchange and its affiliated firm called
German American Securities.
Now we come down to McKesson & Robbins. Attached to the 1937
annual report, one of the most beautiful jobs typographically that
ever has come into my office, was this certification of accountants:
“ To the Board of Directors of McKesson & Robbins, Incorpo
rated. We have made an examination of the consolidated balance sheet
of McKesson & Robbins, Incorporated and subsidiary companies as of
December 31, 1937, and of the consolidated statements of profit and
loss and surplus for the year 1937. In connection therewith we exam
ined or tested accounting records of the companies and other support
ing evidence and obtained information and explanations from officers
and employees of the companies; but we did not make a detailed audit
of the transactions.
“ In our opinion based upon such examination, the accompanying
balance sheet and related statements of profit and loss and surplus
fairly present in accordance with accepted principles of accounting
consistently maintained by the companies during the year under re
view, the position of the combined companies at December 31, 1937,
and the result of their operations for the year.
(Signed) Price Waterhouse & Co.”
That may mean entirely something else to an accountant. But to
me, a layman, it meant that the accountants found the company O. K.
But when the McKesson case broke, a more careful study of the
report finds this notation after the inventory item. I quote,_
“ certified as to quantity and condition by responsible officials.”
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It so happened that the responsible officials were an ex-convict
and swindler and his brother, both masquerading under false names.
The accountants cannot be blamed for that. The negligence there is
with the Board of Directors who never bothered to inquire too care
fully into the man’s past.
Now, as it turns out, some 18 or 20 millions of dollars of those
inventories were non-existent. They were in a crude drug trading
department over which the McKesson president and his brother had
full charge.
The accountants did not test check the inventories listed for that
department. Now, if that is according to accepted principles of ac
counting, it is high time those principles were changed, or they will be
changed for the accountants involuntarily.
In the first place, accounting as practiced in this country seems to
approach the problem from the wrong end. Here, accountants work
for the company. They apparently are human after all. They do not
want to lose an account, so by resort to elastic certifications that let
them out, they audit a company’s books just about as the company offi
cials or directors want.
As I understand the British system, the accountants work for the
shareholders. They are hired by a shareholders Auditing Committee,
on which no officer or director can serve. They, the auditors, report
back to the shareholders and also attend annual meetings.
That seems like the first needed change here. Then, why should
there not be some real fixed form of certification with none of the pres
ent “ ifs,” “ ands” and “ buts” ? As I see accounting as practiced to
day, it is like a fellow walking into a doctor’s office and having him
look over his foot or hand and then get a certificate as follows:
“ I, Dr. Sawbones, have this umpteenth day of our Lord looked at
Mr. Jones’ hand and foot, and based upon such examination and state
ments from him, have found him sound.”
That, of course, is ridiculous; but is it any more so than some of
the certifications attached to corporation balance sheets by leading
accountants, to wit: the McKesson and Robbins report?
An audit that does not test check all departments as to inventories,
cash, receivables and so forth, just is no audit, as this McKesson case
shows.
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It would be almost a physical impossibility to take a complete
inventory. But test checking is something else, and if even the rough
est kind of a test check had been made on the McKesson Canadian in
ventories the whole swindle would have been exposed years ago.
The McKesson accountants collected $90,000 a year for their
audits. Well, in the light of recent events, it is a little hard to see
what the stockholders got for their money. Things I would like to
know about the accounting business are:
How many men are required to make an audit, such as the Mc
Kesson one?
What are they paid by the accounting firm?
What does the accounting firm charge for their time?
Are the same men returned to the same companies year after
year or are they rotated?
Are the same supervisors used on each account or are they
rotated ?
Are the same partners kept in charge of certain accounts or are
they rotated?
If there is not this kind of rotation, why shouldn’t there be?
Is it common practice to accept Dun & Bradstreet reports on
foreign and outside operations of a company without any other check ?

Mr . John Haskell, Chairman of the Committee on Stock List, New
York Stock Exchange, is introduced by Mr. McCall.
Mr. John Haskell: Along with Mr. McCall and Mr. Gould, I am
no accountant, have no professional experience. I also speak as a lay
man and for a lay committee.
None of the members of the Committee on Stock List, as far as I
know, have had accounting experience, professional accounting ex
perience, nor are they C. P. A. ’s. They are men whose interest in the
question of accounting is extremely real, from the point of view both of
the corporations when securities are listed and the public trades in
those securities. In 1932, the Exchange first began requiring audited
statements. It did so and it is still doing so with respect to corpora
tions other than railroad companies. So, in the first place, I would like
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to make clear that not all corporations listed on the Exchange now have
audits by independent public accountants.
After several months of experience in trying out these returns on
listings during 1932, on January 6th, 1933, a formal public statement
was made by the Exchange to the effect that beginning within a few
weeks the Committee would require with listing applications, financial
statements in annual reports to be audited by independent public ac
countants, qualified under the laws of some state or country, should be
accompanied by a certificate of such accountants showing the scope of
the audit and the qualifications, if any, made by them in respect thereto.
As soon as that stand was taken, it was obvious to the Committee that
they ought to know what the scope of the audit meant. So that a couple
of weeks later a letter was sent to the president of all corporations
with securities on the Exchange, asking them for information which
would enable the Committee to judge just what the scope and the re
sponsibility of the auditor was. The letter that was sent out on the
31st of January asks the companies to submit a letter from their own
auditors containing information on the following points :
1. Whether the scope of the audit conducted by them was as exten
sive as that contemplated in the Federal Reserve Bulletin entitled
“ Verification of Financial Statements.”
2. Whether all subsidiary companies controlled by the company
had been audited.
3. Wh ether all information essential for an efficient audit had
been furnished to them.
Those were questions directed primarily to the scope of the audit.
There were further questions and I won’t take the time to detail here.
Going to the accounting principles regularly employed and the con
sistency of the basic accounting principle on which the reports were
based to the committee, that phase of it, that is, how sound the basic
accounting methods employed was and how consistent the accounts
were from year to year or during the year, was just as much important
as the scope, perhaps a little more important, from the point of view
that much more chance, much more common place to found operations
in sound methods in a wide range of treatment of different items than
it would be to expect in the large mass of our corporations fraud, dis
honesty and fraudulent, forged reports.
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During the year 1933 we received, I guess, hundreds of letters from
the different accounting firms outlining what the scope of their audit
was and what they considered basic accounting principles. We received
one general covering letter which was signed by Arthur Anderson &
Company, Barrow, Wade, Guthrie & Company, Deloitte Plender, Grif
fiths & Co., Haskins & Sells, Lybrand, Ross Brothers & Montgomery;
Peat, Marwick, Mitchell & Company; Price Waterhouse and Company;
Touche, Niven & Company and Arthur Young & Company outlining
some general basic facts with respect to the scope of the audits, corpo
rations, of the type and size listed on the Exchange, which letter was
incorporated in the particular letters received from the different com
panies. I think I could make this a record, it has all been incorporated
in a booklet which the Exchange published at the time and has the ex
change of correspondence which might be helpful.
Mr. McCall: I would like to have it very much.
Mr. Haskell: This letter of February 24th from these accounting
firms to the Exchange, in the light of what we see now, is very inter
esting.
The accountants’ letter states, among other things here:
“ We fully recognize the importance of defining the responsibility of
auditors in bringing about a proper understanding on the part of the
investing public of the scope and significance of financial audits to the
end that their importance should not be underrated, nor their protec
tive value exaggerated in the minds of investors.
“ This is the more necessary because the problem of delimiting
the scope of audits or examinations is essentially one of appraising the
risks against which safeguards are desirable in comparison with the
costs of providing such safeguards. The cost of an audit so exten
sive as to safeguard against all risks would be prohibited; and the
problem is, therefore, to develop a general scheme of examination of
accounts under which reasonably safeguards may be secured at a cost
that will be within the limits of prudent economy.”
They went on to say with respect to those three questions I read
on the scope of the audit:
“ We are in accord with the general concept of the scope of the
examination such as would justify the certification of balance sheet and
income account for submission to stockholders which is implied in ref
erence to the bulletin ‘Verification of Financial Statements’ contained
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in the first question asked by the Exchange. That bulletin was designed
primarily as a guide to procedure which would afford reasonable assur
ance that the financial position of the borrower was not less favorable
than it was represented by him to be; and as the bulletin explicitly
states, it was not contemplated that such an examination would neces
sarily disclose under statement of assets and profits resulting from
charges to operations of items which might have been carried as assets,
or defalcations on part of employees.”
They go on to say that this is framed to fit the case of borrowers
in business of a relatively medium size. The larger the corporation is
the more effective its internal control system and less extensive is the
detailed checking necessary for an adequate verification. It also an
swers the question with respect to the subsidiary companies as to
which they said there was no question.
The third question was commented on in this way: “ The third
question, calling for a statement whether all essential information has
been furnished to the auditors contemplates, we take it, that the audi
tors shall indicate whether all the information which they have deemed
essential and sought has been furnished to them. It is obviously
conceivable that a management might be in possession of information
which would have a material bearing on the accountant’s view of the
financial position if he knew of its existence, but that the auditor might
have no way of discovering that such information existed.’’
That was a letter from accounting firms in February 1933. During
the year we went over these statements, these letters from the audi
tors outlining the scope and studied them and as a result decided that
we could r ecommend a form which the Comptrollers Institute, repre
senting the corporation people, and the Accounting Institute, represent
ing the purchase field would cover the situation by explaining just what
was done and calling attention to the larger corporations. There
fore, the Stock List Committee wrote to the Governing Committee and
had this letter printed which was given wide circulation at the time
summarizing the answers from the various accounting firms and
stating that the replies indicated general acceptance of general basic
principles which the Exchange regards as of primary importance.
Questions as to the principles of accounting, as to how unrealized
profit should be treated, capital surplus and earned surplus should be
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treated, how stock or company owned stock should be reflected in the
balance sheet, how notes receivables from officers should be treated
then it went on to discuss in this letter what the accountants had said
was the normal scope of the audit type company listed on the Ex
change and referred to the bulletin issued by the Federal Reserve
Board and the fact that the accountants said that the scope was not
such that would lead naturally to a determination of defalcation or
understatement of assets. An understatement might be in some cases
as bad as over-statement, by making people think a situation was
worse than it was.
So, the Committee ended up by a statement such as in this para
graph :
“ Your Committee is satisfied that the detailed scrutiny and
verification of the cash transactions of large companies can most
efficiently and economically be performed by permanent employees
of the corporation, particularly today when bookkeeping is to so large
an extent done by mechanical means, and that it would involve un
warranted expense to transfer such work to independent auditors or to
require them to duplicate the work of the internal organization.
“ Your Committee, however, feels that the auditor should assume
a definite responsibility by satisfying himself that internal check
supplies adequate safeguards and could protect the companies against
any defalcations of major importance. Unless so satisfied, the auditors
should make clear representations on this point in the first place to the
management, and in default of action by the management, to the
shareholders.
“ Your Committee also suggests that this limitation on the scope
of the audits, although an entirely proper one, should be specifically
mentioned in the common form of audit reports.”
Now, as a result of all this correspondence and discussions and
meetings, the form of certificate which we find on the McKesson & Rob
bins’ annual report and, as a matter of fact, in the annual reports of
practically every company whose securities are listed on the Exchange,
and with paid independent auditors, in the same form. I understand
that the Securities & Exchange Commission has accepted that, too,
as their standard form.
Any variation from generally accepted accounting principles, any
audit that is not as extensive in its scope as this brought out in this
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correspondence, would be expected to be referred to in the audit
statement by qualification or explanation on the balance sheet.
Now, that is the position of the Stock Exchange as it was several
years ago in 1933, and since that time, there has been no particular
considered study by the Committee as to this particular phase of
the matter, the scope of audits until, of course, recently, so there has
been no change on any official position taken by the Exchange in this
matter since then; but, obviously, with developments in the McKesson
& Robbins case, particularly the matter is again before the Committee.
The Committee has received as many communications and sug
gestions as probably Mr. McCall has. I don’t know how many he
has received, but we have been flooded with suggestions.
Some of them seemed to have merit at first glance; others seemed
to be pretty far fetched. In any event, the spirit, the view of our
Committee follows these developments, the unraveling of this situa
tion from day to day, and we tried to keep in close touch with Mr.
McCall’s office, with what has developed here, with the other agencies
that are working on the problem, and when we have the facts, when we
have heard what the accountants and others have to say about the
remedies, we will then again, in cooperation with the authorities, see
what steps can be taken, if any steps can be taken.
The matter will probably come down, we think, to a matter of
common sense and business men’s judgment. How many policemen
can the taxpayers afford to have? That is about what it comes down
to. In other words, there must be some point of balance where the
economy of the country and the stockholders as a mass are willing to
give up profits and take the risk on the honesty of management with
out additional checks. On the other hand, there is certainly a
demand and a public necessity for confidence in all business, that there
be a point where we can have as complete and as adequate checks, not
only through perhaps this field of accounting, but also through other
methods which were designed to safeguard the interests of stock
holders.
The Committee has never considered the accountant’s certificate
or the appointment of independent accountants as an absolute or
only check. We looked upon it as we look back in retrospect now,
as an added safeguard, not only on the checking against defalcation,
but also the feeling on the part of the management, and different em
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ployees, that the auditors would be coming in and it behooved them to
keep the thing in order. Plus that, and perhaps most important, the
feeling that basic accounting methods and the consistency of them, and
the fairness of the presentation, was a matter that the independent
accountant with his professional experience could develop much better
than one comptroller or one group of officials, no matter how honest
or able they were in any one particular company.
That is all I have to say.
(Prolonged applause.)
Chairman McCall: I would like our record to show, if you know,
whether the audit that was submitted to the Exchange in connection
with McKesson & Robbins, did comply with such rules as you have
indicated.
Mr. Haskell: We don’t know, Mr. McCall, until we have heard
what develops from the hearings and what the accountants say about
it.
I don’t know now without having consulted with Price, Waterhouse, and having heard the testimony and heard their explanations,
whether or not----Chairman McCall: Because that would be very important. It
may be your rules are sufficient if they are lived up to. On the
other hand, it may be that they did comply with the rules such as they
were, and now we know they are not sufficient, but you have not checked
on that.
Mr. Haskell: I have no reason to believe they did not comply
with general accounting accepted principles. As you can see, when
we took the time to go through these reports, when you get down to
detailed questions like inventories and receivables, the Federal Re
serve Bulletins, and the accountants point out that there is a varia
tion in the way they go at this audit, depending upon the company
and the type of its inventory and its business. Down in the Street
most of us think of the terms of “ Cash and Securities,” and we think
an audit means going down and looking at them, but when you get
different types of companies with different types of inventories, then
their situation becomes different. I think an accountant might see
that a security, for instance, was there, and not mark the value of it,
but when it comes to a lumber company with a hundred thousand
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acres of trees with a lot of unusual and strange items in its inventory,
yon probably could not cover it with an accountant.
The question then approaches the question of valuation which I
have never understood the accountant was supposed to do. So that
I cannot say, I do not know of anybody who knows, certainly I don’t
know, just what Price, Waterhouse did do in this case.
Chairman McCall: I want to thank you very much. The next
speaker we have asked to help us in this situation is Mr. John L.
Redmond, President of New York Credit Men’s Association, who
will speak on the viewpoint of the credit man as to an accountant’s
financial statement.
Mr. Redmond: At the outset, let me say that my remarks are
not to be construed in any way as a reflection on the accounting pro
fession. Originally, the accountant’s responsibility was only to the
client who hired him and the accountant has been restricted in the
amount of work that he was permitted to do and the limit of the appro
priation made by the client for the purpose of conducting the audit.
This attitude of responsibility to the client alone was all right as
long as the accountant was dealing with the individual proprietors of
the business, with partners or with a small closely held corporation
because the object of the audit was to inform the owners of the busi
ness that the books were being kept with mechanical accuracy and
that there were no peculations by the employees entrusted with the
cash funds of the business.
We have progressed far beyond that point and the New York
Credit Men’s Asssociation for a number of years have been urging
that accountants recognize their responsibility to the business com
munity.
Let me give you an illustration from the practices of the Textile
Trade with which I am more familiar. In this trade, among others,
we deal with the Ladies Garment Manufacturers who, as a rule, have
medium capital, have a rapid turnover and a style element that may
cause a concern that is prosperous this season to be in financial diffi
culty the next. It is consequently necessary that if creditors are to
avoid frequent and substantial losses they must follow the business
activities of the customer very closely. If the customer has a large
number of creditors frequently running into the hundreds, it is not
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practical for each creditor to personally follow up the customer’s
affairs. It is, therefore, the practice of the Textile houses to insist
on the employment by the debtor of a C. P. A. to make detailed audits
at least twice a year and such monthly audits as are necessary for
him to keep informed of his client’s progress.
We require not only that the mechanical accuracy of the books
be tested but that the accounts receivable and all liabilities be verified
by direct communication; that the inventory be taken under the ac
countant’s supervision and, in general, that the accountant place
himself in a position to certify that he knows the figures to be correct.
Financial statements are either rendered direct or filed at a central
office from which photostat copies are distributed to the interested
creditors. A questionnaire is then sent by this central office to the
accountant so that we may have an independent verification from the
accountant as to the extent of his audit. I am presenting one of these
questionnaires herewith for your information.
I realize that this particular type of thorough audit is not re
quired by all trades nor in the case of very large corporations are the
creditors in a position to insist that this type of audit be had. How
ever, we will make considerable progress if we can establish the prin
ciple that whenever an accounting firm permits its name to be used in
reports to creditors or to stockholders that accounting firm assumes
responsibility for the correctness of the situation shown by the state
ment and not have the name merely mean that the accountant took
somebody’s word for it or certified figures taken merely from account
ing records.
I am putting it conservatively when I say that nine men out of
ten cannot read and understand a financial statement and to an even
larger percentage the meaning of an accountant’s certificate is not
clear. There should, therefore, be a definition of the minimum of
facts that are vouched for by the accountant when his name is publicly
used in connection with any statement.
Stockholders of large corporations are too widely scattered and
individually too small as a rule to question the extent of an audit and
it seems to me that the S. E. C. should require as a condition of the
sale of stock to the public that responsible certified public accountants
be employed and testify as to the factual correctness of all statements
and reports given to the public or to stockholders. (Applause.)
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Now, if there are any questions you may care to ask, sir, to
further develop our thoughts on the subject, I should be delighted
to answer any, to the best of my ability.
Chairman McCall: Any questions anybody here would like to ask
of Mr. Redmond?
I would like to have that form of questionnaire that you have.
Mr. Redmond: This form of questionnaire has since been im
proved upon. However, it indicates the form that is used and if you
would like a more recent form I should be delighted to send it to you.
Chairman McCall: Thank you very much.
Mr. Rothchild, representing New York Credit Men’s Association
Accountant’s examination of Insurance Policies, as a help towards
detecting fraud in inventories.
Mr. Rothchild: Both the organizations I represent, one the New
York Credit Men’s Association, with whose activities I think every
one is familiar, and the other one, the Research Institute, which is
an organization of insurance buyers, have sought for a considerable
time to bring about the clarification of the accountant’s function in
connection with insurance as it affects the standing of the firms whose
statements he is preparing.
It is that particular insurance angle that I want to make a short
statement upon.
I want to make it clear, first, that at no time has there been any
intention as far as we are concerned, of expecting the accountant to
make a detailed insurance survey. It would be altogether unreasonable
to expect him to be qualified to make it. A thorough knowledge of ac
countancy and tax procedure is a full m an’s work, and you cannot
become an insurance expert on the side, as it were.
There, of course, can be no doubt that insurance does vitally affect
the financial picture of a business. Frankly, in our view, the importance
of this has not always received the recognition that it should.
Accountants usually do say something about insurance, but there
is really no standardized or officially recommended procedure.
Some time ago at the instance of the New York Credit Men’s Asso
ciation, discussions on this subject were begun with the State Society
of Public Accountants. A joint committee was formed and a number
of meetings took place, but the committee has as yet not completed its
work. Maybe it would have been a good thing if it had completed it.
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The objective of the committee was to define the proper function
of the certified public accountant in respect to insurance and to try to
work out a uniform procedure with regard to what should and should
not be included in the statement which, in turn, the certified public
accountant Society could recommend to its members. We believe
that this is necessary in justice to the accountant as well as to the
other parties involved.
When you officially limit and clarify responsibility no one has an
excuse for not knowing where he stands.
In our view, one of the functions of the certified public accountant
in the case of a full audit might well include the checking of fire insur
ance policies against inventory and the stating of the results of that
check on the statement, making it perfectly clear, however, that all that
had been checked was the amount of the policy and the fact that it was
actually in force.
I do not think it is reasonable to expect an accountant to go beyond
that. He shoud not be required to check the formal details or the tech
nical details of the insurance contract. That is a highly technical job.
It is conceivable that if such a procedure had been followed in the
McKesson & Robbins case, the non-existence of certain inventories
listed might have been discovered much sooner than it was. It should
be remembered that such a check of fire insurance represents to some
extent a rough and ready check of inventory values. Insurance of non
existent values is possible, of course, but in view of the inspection sys
tem of fire insurance companies, it is not the least likely when values
run into considerable amounts.
To sum it up, we believe that two things should be done:
(1) The function of the accountant with regard to the insurance
position of the firm whose statement he is preparing or, regarding the
condition he is certifying, should be definitely determined. This func
tion, in our view, should include such details as the checking of fire in
surance policies against inventory and real estate values; the checking
up of fidelity bonds and liability policies, and the general listing of all
policies along standardized lines should be agreed upon.
(2) Since the accountant’s work in this connection must definitely
stop short of an actual detailed insurance survey, the advisability of
requiring that such a survey by a qualified insurance expert be fur
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nished in the case of all corporations whose securities are offered for
sale to the general public, be most carefully studied. Both of the organ
izations that I represent which, as you know, are membership non
profit organizations, have given considerable thought and study to this
subject, and it is possible that in any further discussions we may be of
some help.
We should like to emphasize that we are ready at all times to
cooperate in every possible way along these lines.
Now, I hope I have made the statement clear. If there are any
questions to be asked, I shall be glad to answer.
Chairman: McCall: Mr. Rothchild, you have made it very clear to
me because I know the first suspicion in the McKesson & Robbins case
was due to the fact that they had no insurance on these inventories,
and why that did not occur to somebody nine or ten years previously,
I do not know, but the fact is that the lack of fire insurance on the
inventories is what really led to the disclosure.
Mr. Rothchild: That is my information.
Chairman McCall: Is there anybody who wants to ask Mr. Roth
child any questions?
The next speaker I will introduce is Mr. John L. Carey, Secretary
of the American Institute of Accountants.
Mr. Carey: Mr. McCall, I have been asked to read this statement
which has been prepared by committees of both the American Institute
of Accountants and the New York State Society, but if there are ques
tions following it, we ask the privilege of allowing members of the com
mittees to answer them in accordance with what the questions might be.
I would also like to say that the form of the statement is generally
as suggested by Mr. Furman, but there is some background of material
here that I might summarize in the interests of saving time.
I might say also that while listening to Mr. Haskell, I noticed that
several of the things he said were similar to sections of this statement,
but I want to make it clear that we did not confer in any way. In fact,
I did not know Mr. Haskell was going to be here this morning.
The purpose of this meeting has already been made quite clear.
We have commenced this statement with a brief description of the
nature of the two organizations whose committees have prepared it,
which I will summarize.
The American Institute is a national organization of Certified
Public Accountants, incorporated under the laws of the District of
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Columbia, has about fifty-one hundred members, representing every
state and territory. Headquarters are in New York. It was organized
in 1916, as a direct successor to another association which was founded
in 1887.
Its requirements for admission a re :
1. Possession of a Certified Public Accountant’s certificate;
2. A High School education or its equivalent;
3. A prescribed amount of public accountant experience;
4. Passage of a technical examination satisfactory to its Board of
Examiners; and, of course, references indicating good moral character
and professional standing.
Its activities are generally similar to those of other professional
societies, maintains about forty committees, owns the largest account
ing library in this country, including some 15,000 items, publishes two
monthly magazines, Journal of Accountacy and The Certified Public
Accountant.
I have handed you a copy of this statement, some pamphlets, one of
which goes into some details on the nature of the activities.
The New York State Society of Certified Public Accountants was
founded in 1897; incorporated in New York; 3,100 members; require
ments for admission are:
Possession of a Certified Public Accountant’s certificate of the
State of New York and, of course, references indicating good moral
character and professional standing. Headquarters are at 30 Broad
Street, New York. The Society maintains about sixty committees,
about forty of which are technical committees, and publishes a monthly
magazine, “ The New York Certified Public Accountant.”
We have also handed you a pamphlet indicating the general nature
of the Society’s activities. About 1,250 individuals are members of
both the American Institute and The New York State Society. Both
organizations have adopted rules of professional conduct and their
by-laws contain provisions whereby members may be reprimanded,
suspended, or expelled, after hearing, for conduct discreditable to the
profession of accountancy or for violations of the specific rules of
conduct.
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The Certified Public Accountant certificate, which is a require
ment for admission to both bodies, is not a degree issued by them,
but is granted under authority of the laws of the several states. Appli
cants for the Certified Public Accountant’s certificate are required to
submit evidence of preliminary education and accounting experience
required by law, and must pass written examinations set by the State
authorities. On the assumption that other persons present at this
meeting may describe the provisions under which the certificate
may be issued and may be suspended or revoked in the State of
New York, we shall not attempt to describe these provisions in
this memorandum.
With this general description, we may address ourselves to the
question raised by the Attorney General.
The Attorney General has called this morning to discuss certain
points related to financial statements of large corporations.
The American Institute of Accountants has already announced pub
licly that it intends to review carefully customary auditing procedure
in the light of recent revelations to determine what, if any, changes in
procedure should be adopted by the accountancy profession. The
Securities and Exchange Commission, which from the inception of its
work, has shown a keen interest in accounting procedure, commenced
public hearings on January 5th, with the announced intention of de
termining :
(1) The character, detail, and scope of the audit procedure fol
lowed in the preparation of the financial statements of McKesson and
Robbins, Incorporated.
(2) The extent to which prevailing and generally accepted stand
ards and requirements of audit procedure were adhered to and applied
in the preparation of those financial statements.
(3) The adequacy of the safeguards inhering in said generally
accepted practices and principles of audit procedure to assure relia
bility and accuracy of financial statements.
Prior to the announcement that the Securities and Exchange
Commission would conduct such hearings, representatives of the
American Institute of Accountants and of the New York State Society
of Certified Public Accountants had arranged an informal conference
with representatives of the Securities and Exchange Commission to
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discuss in a general way the character and scope of generally accepted
audit procedure and the possibility of improvements therein. This
conference was held at Washington on January 4th, and the repre
sentatives of the accountancy organizations offered full cooperation
to the Commission in its study of this problem. The hearings which
the Securities and Exchange Commission has commenced doubtless
will develop information which will be helpful in consideration of
the general problem.
The attitude of both professional accountancy bodies is quite
clear. They invite and welcome, as they have always done, suggestions
from any and all sources looking to improvement of auditing and ac
counting procedure. They have endeavored for many years, as will
be shown to improve and refine the technique of auditing and to
formulate sound rules of accounting as a basis for the presentation
of financial statements.
Present Standards of Auditing and Accounting:
Auditing and accounting procedure has evolved over the years and
it naturally will continue in the process of evolution. For more than
twenty years there has existed in this country a written outline of
audit procedure which has been generally accepted by the profession
as standard practice. In 1917 the Federal Trade Commission re
quested the American Institute of Accountants to prepare a memo
randum on audit procedure which upon completion was published by
the Federal Reserve Board under the title “ Approved Methods for
the Preparation of Balance-sheet Statements.” The Federal Reserve
Board recommended to all banking concerns throughout the country
observance of the procedure in this memorandum, and thousands of
copies were circulated, running through a number of reprintings.
Somewhat more than ten years later at the suggestion of the
Institute it was decided that a revision of this pamphlet should be
undertaken. A committee of the American Institute of Accountants
was appointed for the purpose, and after many months of diligent
effort submitted a revised pamphlet which was published by the
Federal Reserve Board under the title “ Verification of Financial
Statements.”
The latest revision was undertaken by the Institute in 1935, was
published in January, 1936, under the title “ Examination of Financial
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Statements by Independent Public Accountants,” and was recog
nized by the Federal Reserve Board as a successor to the preceding
edition. The latest bulletin contains forty-one pages. At the time of
its publication it was distributed widely to newspapers and financial
publications. More than 50,000 copies have been distributed among
accountants, bankers, stock exchanges, government officials, and others.
Every effort has been made by the Institute to bring to the attention
of the financial public the fact that this bulletin represents custom
ary and generally accepted auditing procedure.
A copy has been handed to you, Mr. McCall.
In 1931 a committee of the American Institute of Accountants was
appointed to cooperate with stock exchanges in an endeavor to inform
the public of the significance of financial statements, their value and
their unavoidable limitations, and to make the accounts published by
corporations more informative and authoritative. Correspondence be
tween the Institute’s committee and representatives of the New York
Stock Exchange resulted in agreement between the cooperating parties
on certain basic accounting rules or principles. Also a suggested
standard form of auditors’ reports (commonly termed “ the certifi
cate” ), was agreed upon by the Institute committee and the Stock
Exchange as a satisfactory form of report if based on an examina
tion of a character described in the bulletin outlining audit procedure
to which reference is made above.
The recommended form of auditors ’ report or certificate is repro
duced on page 41 of the current issue of the pamphlet on auditing
procedure entitled “ Examination of Financial Statements by Inde
pendent Public Accountants,” a copy of which is attached hereto.
After passage of the securities act of 1933 and the securitiesexchange act of 1934 committees of the American Institute of Ac
countants and of the New York State Society of Certified Public
Accountants were appointed to cooperate in consideration of account
ing problems under these acts, first with the Federal Trade Commis
sion and then with the Securities and Exchange Commission. This
cooperation has been very close and representatives of the S. E. C.
have on occasion publicly acknowledged the assistance which the ac
counting societies have rendered them. Drafts of so-called accounting
releases indicating decisions of the chief accountant of the S. E. C.
on questions which have come before him have been regularly reviewed
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by and discussed with a committee of the Institute before publication.
Frequent conferences between the committees of the accounting organi
zations and representatives of the S. E. C. have occurred in the past
five years.
Meanwhile, other committees of the Institute and the New York
State Society have been studying various technical problems and pub
lishing reports thereon.
In 1938 the American Institute of Accountants published a bulletin
entitled “ A Statement of Accounting Principles,” prepared by Thomas
H. Sanders of the Harvard Graduate School of Business Administra
tion, Henry Rand Hatfield of the University of California, and Under
hill Moore of the Yale University School of Law, under the auspices
of the Haskins & Sells Foundation. This bulletin of 138 pages was
described by the executive committee of the American Institute as
a highly valuable contribution to the discussion of accounting prin
ciples, with full realization that subsequent revisions would doubt
less occur. It was widely distributed among newspapers and financial
publications, and some 20,000 copies have been distributed to account
ants and others.
The New York State Society of Certified Public Accountants have
given particular attention to the subject of inventories, and in 1932
adopted a resolution describing at some length the extent of the
auditor’s responsibility for the item of inventories in financial state
ments examined by him. This resolution was entirely consistent with
the sections dealing with inventories in the current edition of the
bulletin describing auditing procedure which has been mentioned above,
but it elaborated thereon. The resolution was reaffirmed in 1934 with
slight changes in wording and again reaffirmed as recently as No
vember, 1938. We think it is quite important and I would like to
read it:
“ W hereas, It is desirable that the profession of account
ancy in New York State should make clear the nature and extent
of the responsibility assumed by the certified public accountant
in respect to merchandise inventories; and

It is self-evident that the training and experi
ence of a certified public accountant qualify him to investigate
into the affairs of his clients to the extent that such affairs and
“ W hereas,
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the transactions in connection therewith are evidenced or indi
cated by books of account and other documents relating thereto
but do not qualify him as a general appraiser or valuer or as
fitted to assume in any and all cases full responsibility for the
physical quantities, description, quality, condition, marketability
and valuation of merchandise inventories; therefore, be it
“ R esolved : That it is the sense of The New York State
Society of Certified Public Accountants that, if a certified public
accountant reports on a balance sheet of a concern over his sig
nature without qualification or special explanation as to the
item of merchandise inventories contained therein, it shall imply
that he has exercised care in his examination by making account
ing tests and checks of the concern’s books of account and other
available records pertaining to merchandise inventories, that
he has received all information and explanations he has required
from the officers and employees responsible for the taking and
valuation of the merchandise inventories, and so far as account
ing methods permit, has satisfied himself as to their substantial
correctness, but that, as regards the information and explana
tions he has required and as to ownership, physical quantities,
description, quality, condition, marketability and valuation of
the merchandise, he has relied upon the representations of the
concern’s management, subject to such checks as may have been
obtainable from the records in respect thereto; and be it
“ F urther resolved: That it is the sense of this Society that,
while the certified public accountant, through his experience in
various lines of industry, may be of value in assisting and co
operating with the management of a concern in the supervision
of a physical inventory taking, it should be clearly understood
that in undertaking this work the certified public accountant
does so only in his capacity as an accountant and does not as
sume responsibility as an appraiser, or valuer, for the physical
quantities, description, quality, condition, marketability and
valuation of the merchandise; and be it
“ F urther resolved: That the President of this Society is
directed to send copies of the foregoing preamble and resolutions
to those who in his opinion would be interested in knowing the
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position on this subject taken by the accounting profession in
this State.”
This resolution was widely circulated among bankers, credit men, and
others, and was made available to the press.
In January, 1933, the New York State Society also published a
brief pamphlet entitled “ Classification of Accounting Services,”
which describes the nature of the various types of examinations which
a public accountant may be called upon to perform, and his responsi
bilities with respect to each. This pamphlet was also made public and
a copy is attached to Mr. McCall’s files.
We have recited these facts to demonstrate that the accountancy
profession has constantly and earnestly reviewed its procedures and
attempted to inform the public regarding them.
Responsibility of Auditors:
Professional accountants, in sponsoring C. P. A. legislation, adopt
ing codes of ethics, and establishing standards of procedure, have as
sumed heavy responsibilities, and by statute and court decision addi
tional responsibilities have been imposed upon them. All reputable
accountants assume a responsibility to persons other than those who
employ them. The greatest asset of a public account being his reputa
tion for competence, care and integrity, it is essential that he guard
that reputation with all diligence. The legal penalties imposed on
accountants for fraud, deceit, or gross negligence are so severe that
no practitioner would deliberately risk incurring them.
The profession has attempted to emphasize the unavoidable limita
tions under which a public accountant works. It should be stressed
that the financial statements are primarily representations of man
agement. The auditor’s function and definite responsibility is to
undertake such work as will enable him to form and express a consid
ered opinion as to the fairness and adequacy of the representations
of management. The auditor is neither an insurer nor a detective. As
a judge in a famous British case (Kingston Cotton Mills case) once
said, the auditor “ was a watch dog but not a blood hound and was jus
tified in believing tried servants of the company in whom confidence
was placed by the company.’’ In the same case, which has sometimes
been called the “ auditor’s charter,” the court said it was the duty of
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the auditor to bring to bear on the work he has to perforin that skill
and caution which a reasonably competent, careful, and cautious audi
tor would use; that an auditor was not bound to be a detective or to
approach his work with suspicion or with a foregone conclusion that
there was something wrong. If there was anything calculated to ex
cite suspicion, the court said, it would be his duty to probe it to the
bottom, but in the absence of anything of that kind he was bound only to
be reasonably cautious and careful.
In the publications referred to already an effort is made to explain
that accounting is not a matter of mathematical accuracy, but largely
of judgment and opinion. The adequacy of provision for depreciation,
various types of reserves, and many other matters are not susceptible
to precise measurement. The independent auditor is one whose train
ing and experience enable him to offer a competent opinion on the
adequacy of the financial statements which he has examined and if his
opinion is an honest one, based upon a reasonably careful and exten
sive examination, the courts have held he has performed his duty.
It is significant that in most, if not all, the cases cited by the
Attorney General and in other cases which have been adjudicated in
which questions of auditing have been involved, it has been human
behavior which has failed rather than the procedures commonly fol
lowed by auditors. The breakdown of the human element has shown
itself both in collusive fraud on the part of managers or employees
of the client company and, as in one recent case, in an apparent ab
erration on the part of an employee of the accounting firm. On the
other hand, in all but a few cases the auditing procedures prescribed
in the bulletin, “ Examination of Financial Statements by Independent
Public Accountants,’’ have proved adequate for the purposes for
which they were intended.
The undersigned committees believe that in the absence of collu
sive fraud such procedures will almost always disclose any important
irregularities. Auditing procedures which could be presumed with
any certainty to detect collusive fraud invariably would be much
more extensive and much more costly. Burglaries are not uncommon.
They could probably be minimized if a police officer were stationed in
every residence and in every warehouse. But the cost would be out
of proportion to the gain. Less expensive protection satisfies most
of us. The situation is much the same in the audit of accounts. There
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the task is to choose what reasonable safeguards are within the bounds
of a prudent economy, even while recognizing that added protection
could be afforded were cost not a factor to be considered.
This is by no means to intimate that there can be no improvement
in present practices. We repeat that the development of auditing
procedure has been evolutionary, and no one claims that it has yet
reached a state of perfection.
Possible Improvements in Auditing:
In discussing possible improvements in auditing, it must be borne
in mind that no uniform procedure can be applied to all companies
alike. While fundamental rules of auditing can be set out in consid
erable detail, there must remain a good deal of elasticity in applica
tion for the following reasons:
(a) In companies with inadequate internal accounting control
a much more extensive examination by the independent auditor is
necessary than in the case of large companies with highly effective
systems of internal accounting control. In such cases, for example,
the cashier will have no part in the entering of customers’ accounts
or the preparation of their statements, and neither he nor the ledger
keeper will have authority to issue or approve credits to customers;
the clerk recording the labor time and preparing the payroll will not
be permitted to handle the funds; approval and entry of vouchers
will be made by others than the disbursing officers; and stock records
and inventory control will be kept independent of both the shipping
and receiving departments. The extent to which these and other
measures are practicable will naturally vary with the size of the
organization and the personnel employed.
(b) The nature of operations of various types of business is so
widely different that general rules of auditing procedure must be
applied in varying degrees in such case. In a manufacturing or trad
ing business, for instance, inventories are of relatively great import
ance in both the balance sheet and the statement of income; in an in
vestment trust the confirmation of investment securities and the income
therefrom are of prime importance; while in the public utility, ques
tions involving the fixed assets, funded debt, plant additions, mainte
nance and fixed charges require particular attention.
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It is therefore extremely doubtful whether any legislation or
inflexible rules on the scope of audits would be practicable.
Inventories:
There have been published recently in newspapers various sug
gestions regarding improvements in auditing procedure chiefly cen
tering about inventories and accounts receivable. The accountant
can do much through an examination of the accounting records and
supporting documents to check the values and quantities of inven
tories. In fact, “ Examination of Financial Statements by Indepen
dent Public Accountants,” contains 24 paragraphs of suggested pro
cedures in connection with inventories, approximately double the num
ber relating to any other item on the balance sheet. In some cases it
is possible for the auditor to supervise the physical count and tabula
tion of inventories, but in other cases it would be positively mislead
ing, in our opinion, for an accountant to assume full responsibility
for identification of items with respect to quality, quantity and con
dition of inventories. No one not a specialist in the type of business
concerned, for example, could vouch for an inventory of ores, textiles
or leaf tobacco. It has been suggested that auditors might employ
experts in various fields to verify inventories for them, but such a
procedure would mean merely acceptance by the auditor of another
person’s opinion. While no recommendations can be made with con
fidence at this time, the American Institute of Accountants and the
New York State Society of Certified Public Accountants will continue
to give careful consideration to this inventory problem.
Accounts Receivable:
It has also been suggested in the newspapers that compulsory
confirmation of accounts receivable might be desirable. As stated
in the bulletin, “ Examination of Financial Statements by Indepen
dent Public Accountants,” confirmation of accounts receivable by di
rect communication with the debtor is one of the most effective means
of disclosing irregularities. In cases in which there are many thou
sands of outstanding accounts, this procedure will be costly unless
reliance is placed on a test check. If there is other credible evidence
of the existence and collectibility of accounts receivable, and there is
no suspicion of any irregularity, auditors do not always feel it nec
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essary to insist that their clients incur the expense of direct con
firmation by mail. Continued consideration will be given to this prob
lem by the accounting organizations, in the hope that practicable
recommendations will emerge.
Method of Appointment of Auditors:
It has also been widely suggested that the auditor should be
elected by stockholders rather than be appointed by the management.
We think well of this suggestion, for which there is a precedent in
some foreign countries, in the Pennsylvania corporation code, and in
individual companies in this country.
Under the English companies act, the auditor is appointed by the
shareholders at each annual meeting, and if any one proposes a change
of auditor notice must be given the shareholder before the meeting.
The auditor reports to the shareholders on the accounts which he
examines, and has the statutory right of access to the books and ac
counts at all times. He may also require from directors and officers
information and explanations he desires. The auditor is permitted
to attend any general meeting of the company where the accounts on
which he has reported are required to be presented, and to make
any statement or explanation he desires with respect to the accounts.
Some accountants would prefer the appointment of auditors
directly by the board of directors. They argue that under present
conditions the stockholders who elect the directors themselves would
undoubtedly also elect an auditor of the directors’ choice. While this
is doubtless true, if the auditor were responsible solely to stock
holders it might strengthen his position in that he could not be arbi
trarily dismissed in the event of difference of opinion with the man
agement or with the directors regarding either the scope of his exam
ination or the accounting treatment of specific items. A change of
this nature in the method of appointment of auditors might be accom
plished by legislation or by voluntary amendment of corporation
by-laws.
In any case it would be extremely desirable if the auditor were
appointed at the beginning of the year for which he is to examine the
accounts rather than, as is often the case at present, after the close
of the year for which the accounts are to be reviewed. If the auditor
were appointed early in the year he might do a good deal of his work
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during the course of the year, and with the right of access to the
hooks and records at all times his work might be more effective. This
does not necessarily mean that his work would be more extensive than
otherwise.
It also appears desirable that closer relations be established
between auditors and boards of directors. It would be a wholesome
practice if auditors were more generally invited to attend meetings of
the board of directors at which accounting matters are to be dis
cussed. Directors should understand the scope of the auditor’s exam
ination, and he should be in a position to explain to them the extent to
which he can assume responsibility and to discuss with them any items
which seem to require discussion. Auditors should be informed of
any suspicion entertained by any director regarding activities of any
officer or employee of the company.
Natural Business Year:
Wider adoption of what has been called the natural business
year might also increase the effectiveness of audits. The natural
business year is that twelve-month period which most accurately
reflects the natural cycle of operations of the company concerned. In
other words, it is that period which ends when the greatest activity
of the company has passed, when inventories and accounts receivable
are at the lowest point and when the company as a whole is in its
most liquid condition. At this time the mechanical difficulties of an
audit are naturally less than at others because most of the year’s
transactions have been completed. The factor of estimate and opinion
is required in less degree also because, for example, the adequacy
of reserves for bad debts can be judged more successfully if the
number of outstanding accounts is small.
It has been found that most business enterprises have a natural
business year, though only a relatively few have adopted it as a
fiscal year for accounting purposes. A great majority of corpora
tions continue to close their accounts arbitrarily at December 31st,
even if that date finds them in the midst of their busiest season.
Officers of the S. E. C., the New York Stock Exchange and National
Association of Credit Men, the Robert Morris Associates, the Na
tional Association of Cost Accountants, and many other groups have
endorsed the principle of the natural business year. Leaders in
many trades and industries—such as the department stores, packing
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companies, and manufacturers of agricultural implements—have
adopted as their fiscal years natural business years ending at dates
other than December 31st.
Internal Control:
It should be reiterated that an important factor to be considered
by an accountant in formulating his program is the nature and extent
of the internal check and control in the organization under examina
tion. The more effective a company’s system of accounting and in
ternal control the less extensive will be the detailed checking nec
essary.
The term “ internal check and control” is used to describe those
measures and methods adopted within the organization itself to safe
guard the cash and other assets of the company as well as to check the
clerical accuracy of the bookkeeping. The safeguards will cover such
matters as the handling of incoming mail and remittances, the proceeds
of cash sales, the preparation and payment of payrolls and the dis
bursement of funds generally, and the receipt and shipment of goods.
These safeguards will frequently take the form of a definite segrega
tion of duties or the utilization of mechanical devices. Their deter
mination and utilization usually come under the supervision and di
rection of a comptroller or similar officer of the corporation, and the
strengthening of his position would add to the effectiveness of the
internal control. To function most effectively, it seems desirable that
this officer should be independent of other officers of the organization
by being made directly responsible to the Board of Directors.
As further facts are developed by inquiries at present under way
the various matters relating to auditing processes involved will con
tinue to receive our active consideration with a view to recommending
such steps as seem justified. In the meantime, we shall gladly endeavor
to respond to questions relating to current auditing and accounting
practice, and will welcome suggestions from the Attorney General or
from others as to ways in which these practices may be improved.
This is submitted,
For the American Institute of Accountants, by:
Frederick H. Hurdman, acting chairman Executive Committee,
Samuel J. Broad, member Committee on Accounting Proce
dure, and myself ;
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For the New York State Society of Certified Public Accountants:
Victor H. Stempf, acting president;
George Cochrane, director;
Henry A. Horne, director;
and these gentlemen are here to answer any questions, if you have any,
sir.
Chairman McCall: Thank you very much, Mr. Carey. I have a
few questions that occurred to me. I do not know who will answer them.
Mr. Carey: Mr. Hurdman can answer, or ask one of his committee
to answer.
Chairman McCall: Can’t somebody tell us more about the sus
pension of members that do not live up to these rules?
Mr. Carey: Well, I can tell you in a general way that in some 40
or 50 cases I think in the last 20 years charges of various kinds have
been filed with the American Institute of Accountants. The Committee
of Professional Ethics takes these charges under consideration. If
they find a prima facie case of violation of our rules or by-laws, they
report the matter to the governing body of the Institute who sits as a
trial board.
Public hearing is held. The accused member may be represented
by counsel if he desires to be. A transcript of the proceedings is
made, and the trial board then determines whether the member should
be reprimanded, suspended or expelled. The conclusions of the case
may be published in our magazine, either with or without names.
Chairman McCall: What is the effect of that expulsion? Does
that prohibit the man from engaging in the profession thereafter?
Mr. Carey: Not at all. He is merely required to relinquish his
membership in the professional Society and get along as best he can
without that.
Chairman McCall: It is not similar to the disbarment of a lawyer,
then?
Mr. Carey: No, but the state laws which grant certified public
accountants certificates include provision whereby that certificate may
be revoked.
Chairman McCall: We have Colonel Montgomery here, but I was
just directing my remarks to your Institution.
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Of course, I realize that on broad principles much of what you say
is true, but not being an accountant, and just seeing, as I say, perhaps,
I must confess, the seamy side of the business, very elementary things
occur to me.
If a man writes a letter to the firm that he is hiring and in the
letter says, ‘‘Don’t look into accounts receivable,” do you justify the
auditor that would go ahead and make a report with that reservation?
Mr. Carey: That is a question that I think one of our practicing
members should answer.
Mr. Hurdman: I cannot imagine, Mr. McCall, any accountant
taking an audit and not looking into Accounts Receivable? He might
take an order that Accounts Receivable should not be confirmed.
Mr. McCall: What is the difference?
Mr. Hurdman: The difference is very great, it seems to me, if in
the investigation the auditor finds, for instance, that the charges to
those accounts has every appearance of regularity, that the accounts
are being promptly paid and that the balances that remain outstand
ing at the end of the period have every appearance of being correct
and proper, then he may determine what is to be gained by writing
these people to find out whether they do or do not owe that. I mean,
there is nothing in the records to indicate that they do not.
Chairman McCall: I can realize the expense of circularizing a
hundred thousand customers, but what is the expense of circularizing
25 at random? Shouldn’t there be some test check mandatory?
Mr. Hurdman: I think probably out of these investigations some
thing like that may develop, Mr. McCall, but I think up to the present
time it has been generally accepted practice, not the excepted practice
to confirm accounts independently.
Chairman McCall: I was wondering what the attitude of the pro
fession was as to complying with the requests of anybody who gave
them, and, on the other hand, reserving to themselves some actual
rights that they would not pass up for anybody, or at anybody’s
request. There are some things that they demand that they think they
should be permitted to do, aren’t there?
Mr. Hurdman: I think there is no question that any reputable
accountant, if he discovered anything in connection with those ac
counts which indicated to him they should be confirmed, that he would
do it, irrespective of the limitations placed upon his engagements.
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Chairman McCall: I agree with Mr. Carey that an accountant
should not he a bloodhound, but I think he should be at least a watch
dog.
Mr. Hurdman: Our experience has been in the examination of
millions and millions of accounts over many years, that occasions such
as this are very rare indeed, and that is the basis on which our prac
tice and experience has developed.
Mr. Bernard J. Reis: Mr. Chairman, there were several points
mentioned in the last speaker’s address, one with reference to the
recent Kingston Mill Case. I would like to have it noted that that
Kingston Mill Case was in 1896.
The second point I would like to correct is this. There was men
tion made of public hearings which are held by the American Institute
in connection with charges against members. My understanding is
that they are private and that the results are only published when the
Committee wishes. I would like also to correct some other statements.
Mr. Hurdman mentioned that there was no case or there is rarely
a case where an accountant is told not to do things and follows those
instructions.
I would like to point out in 1932 there was called to the atten
tion of the New York State Society of Certified Public Accountants
the action of the Accountants in the Bankus Case, where the account
ants never looked into certain accounts, and in the examination of the
accountant, there was this colloquy:
“ Q. Isn ’t it a fact that you never wrote any comment—direct
ing the attention of these companies to the fact that they were carry
ing these units at cost under circumstances when the market was in
no way related to cost?
“ A. We were not engaged by these companies or their officers
to do that.
“ Q. I am not asking you whether you were engaged to. I am
asking you whether you did?
“ A. We were not engaged to do that.
“ Q. And therefore you didn’t do it?
“ A. And therefore we didn’t do it.
“ Q. And you considered yourself under no obligation to do it?
“ A. Not if I am not engaged to do it.”
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I would also like to point out that there was also testimony in
the court of a very prominent accountant of the New York State
Society dealing with the following m atters: One was a statement like
this. This is testimony in 1934.
“ Q. Was it the duty of the auditor to disclose the fact that there
was a trust relationship and that it had been violated in this balance
sheet ?
“ A. I t was not the duty of the auditor.” (and this was the an
swer given by Dean Madden of the School of Commerce of New York
University)----“ Q. It was not the duty of the auditor to report in his balance
sheet that there was a violation of the trust relationship.”
I would like to say more later as a member of the public in con
nection with accounting practices which I believe would be helpful
and make very concrete suggestions.
Mr. Carey: This statement which I made about the Kingston Case
was that it was a famous case and not a recent case, and if I said
public hearings, I made a mistatement.
Mr. Reis: Excuse me.
Chairman McCall: I want to have only free expression of thought,
and, as I say, the things that occurred to me may be very simple by
nature, but they have become so apparent that I don’t understand them.
Now, you say that accountants are not supposed to be appraisers.
That is perfectly logical to me, but shouldn’t they certify as to the
existence of assets, never mind about the price, but how about their
very actuality?
Mr. Hurdman: I would like to have Mr. Broad say something on
that.
Mr. Samuel J. Broad: I did not hear all he said, but I think you
directed your remarks to the existence of inventory.
Chairman McCall: I know you cannot appraise things, but what
can be done about certifying as to the existence of things?
Mr. Broad: Well, sir, in the case of collusive fraud, let us say, sup
posing I go to examine the inventory of crude drugs, and I am shown a
row of barrels. Do I accept that row of barrels because they are laid
in a certain way, or do I have to go further ?
I think you will have to admit that if you show me the barrels,
and I take the responsibility for there being so many barrels, what
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good does it do the public to go further, suppose I open the barrels.
I don’t know the difference between soap flakes and, say, opium.
Suppose I tell the public that it contains certain flakes. Now, if it
came to the counting of a lot of shoes, we can count shoes, or hats,
for instance. You will tell me anybody can count hats but in that
particular entry, suppose the hats were seconds. The accountant, not
knowing the hat business, did not know if the hat was brushed three
times that the nap would come off. We don’t want to oversell account
ing and hold ourselves out that when we have done certain work you
can just back your last dollar that it is all right.
Chairman McCall: I agree with you entirely, but if I was that
accountant and was told that the firm had $3,000,000 worth of whiskey in a warehouse, it could be in barrels or vats or anything, but don’t
you think it would be a good idea to at least find out if there was a
warehouse? (Laughter.)
But I am serious about that, is it so much trouble to call up a
warehouse and ask for the foreman and say, “ Have you any material
of John Smith’s there?”
Mr. B road: It would be better to write the warehouse.
Chairman McCall: Go and look at it. That would be simple
enough.
Mr. B road: Where goods are held by a certain party, and to write
that third party and say, “ Do you hold such and such goods,” and get
that confirmation,—now, accountants, of course, through accounting
procedures, production records and so forth, can obtain, in the ordin
ary course of honest bookkeeping, can obtain a pretty good control of
what goes into manufacture and what comes out, and through systems
in the past, they have obtained very substantial knowledge of the
nature of the business and what would naturally be produced.
In addition to that, it is customary by internal check and control,
it is customary to give careful consideration to the methods of taking
inventory. That is, that one person does not take it all or one group
does not take it all. For example, I might speak of a situation
that is not uncommon.
As one group of employees down the line will take the inventory,
another group will check that for differences, somebody else has to
look into those. In addition to that, stock records are kept from day
to day showing receipt and shipment of goods, and balances on hand.
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One is checked against the other. Yon have a double check on the
physical inventory, and yon check one against the other,—there are
many means like that, controls within an organization and which the
accountant can obtain very substantial confirmation in his own mind
as to the existence of the inventory.
I am not saying, sir, that it is undesirable that accountants should
never look at the inventory. I think it has been the practice in many
cases to make some test checks, but the accountant does a lot of work
before he states his opinion. He doesn’t want to state that opinion
in such a way that it may give a man that reads that opinion some
assurance that he does not intend him to receive. I may go to a ware
house and see an inventory and I see something there that looks like
what it is supposed to be, but if it is good inventory or is worth what
it is carried at, I am not in a position to judge.
Chairman McCall: It may be that I haven’t made my difficulties
clear enough.
I am not interested in closed cases. Whether there is ten cases
of one grade of wine or different grades of wine, does not interest me.
We have had cases now in one case where we had four years where the
cash on hand was misstated every year for four years, and finally got
up to $358,000.00, which did not exist.
Mr. Broad: I fail to see how, in ordinary accounting procedure
that could be.
Chairman McCall: I fail to see it, too, but I want to know if it
can’t be stopped. I am not saying some unknown accountant certified
to that. I am speaking of a corporation here in New York that paid
dividends and paid income taxes and they finally got up to where half
of $6,000,000 was wholly fictitious, and one item alone was $350,000
cash on hand. Now, how you can miss on that kind of item and what
we can do to prevent that happening again,—is what I should like to
know.
Of course, the answer is that in that case sole reliance was placed
on one man, both by the accounting firm whom he worked for and by
the corporation who employed him, and you talk about checking
internally with the corporation and the personnel. What check is
there on your own employees? How can one man take an audit and
so control it for four years so that nobody knows what he is doing?
Those are the problems that I am interested in.
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Mr. Broad: I think one of the cases we had in mind that we
pointed out in our memorandum was that in many cases the human
element falls down.
Chairman McCall: There is nothing human in letting one man get
hold of a thing in such a way that he can do what he wants to for four
years. That is a case of weakness in the profession. Doesn’t anybody
cross check on anybody else?
Mr. Broad: It is customary to do that, yes.
Chairman McCall: For years, I have been trying to convince peo
ple that the mere fact that a security has been qualified is not any
indication that it is worth anything, and it is just as dangerous from
that standpoint as it is from the accounting standpoint, but we, at
least, want to have something so that when we pick up a statement, we
will not find out afterwards that there are six warehouses that do not
exist, $18,000,000, that do not exist, dividends paid in one corporation
by the transfer of a fictitious inventory to another, and things like
that, that I cannot get any satisfaction about in my mind.
Mr. Broad: You raised two questions there.
Now, as to general accounting procedure, I think I can give an
idea as to a general line of examination in an accounting organization.
There will be a senior with some assistants perhaps, and he will pre
pare certain working papers, take certain figures off, examine inven
tories, get confirmations from banks, get all these papers together,
what we call working papers. The usual procedure is to have some
body else go over that and check it and confirm the cash in bank or the
cash that has been counted, check through those in very considerable
detail and also check at the same time on matters of accounting prin
ciples, and on the basis of that double check, be prepared to mention
an opinion.
I think it is only fair to point out that recently one of the United
States mints was burglarized. That too was an exceptional case.
We cannot judge the whole accounting profession on the basis of an
unusual case such as this one.
Chairman McCall: The trouble is that it is not an exception. For
the last several years we have had case after case where this has hap
pened. I had a case where a corporation was formed in New Jersey
and one in New York and the New Jersey company made an agreement
to buy all the stock of the New York company and thereafter there
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were two financial statements set up, and in the assets of one it gave
credit for the purchase of the other company and started off with
$1,000,000 in cash. It said Accounts Receivable, $1,000,000, and when
they got over to New York they took the stock they had bought by
contract and they start the column off with “ Securities on Hand,”
$1,000,000, and you go right off the deep end with a million in each
corporation, and it was absolutely a paper existence.
Mr. Broad: You said you had been identified with the seamy side
of accounting, but you don’t mention the number of cases where de
falcations have been caught and corrected by accounting procedure.
You can multiply the cases where the reverse has been the case.
Chairman McCall: I am interested in stopping these things which
should not be permitted, and we want suggestions as to how to do it.
Mr. Broad: We are studying that same problem, sir, very ac
tively. We are very, very interested in that same problem.
Chairman McCall: Mr. McGohey has just slipped me a reminder
about the situation that we found in the mortgage companies where
they were setting up a dummy corporation, where they transferred a
couple of million dollars of mortgages to a dummy corporation and
then took back mortgages from the new corporation and carried them
on their asset sheet at their face value, wiped out all the liabilities for
upkeep, maintenance, insurance, repairs, and all on foreclosed prop
erty, and even added into the assets the cost of the foreclosure that
they had to pay out to buy in. Now, it is all right to talk about broad
principles of accountancy, but when accountants can do things like
that, they cannot be so dumb that they don’t know what they are doing.
Those are the things that we want to stop, and this dates back, as Mr.
McGohey reminded me now, to 1932, when we first started to run into
these things. There has hardly been a case in our office that does not
involve a financial statement of some description.
Mr. Stempf, do you want to speak?
Mr. Stempf is representing the New York State Society of Public
Accountants.
Mr. Stempf: Mr. McCall, my statement will be very brief. In
collaboration with Messrs. George Cochrane and Henry H. Horne,
I have served on the special Committee of the New York State Society
of Certified Public Accountants, empowered by the Board of Directors
of that Society to cooperate with the related Committee of the Amer
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ican Institute of Accountants in preparing the joint statement which
has been submitted on behalf of these two societies.
The Committee of the New York State Society concurs fully in the
statement which has been presented, and respectfully tenders its as
sistence in endeavoring to respond to questions relating to current
auditing and accounting practice.
I take pleasure in announcing that, as a constructive measure, in
assaying recommendations for the improvement of current auditing
and accounting practice, the Board of Directors of the New York
State Society has constituted itself a committee as a whole to inves
tigate current auditing practices and procedures. To that end, it will
organize hearings promptly, at which members of the State Society
will be invited to discuss current practices and to offer suggestions for
improvements, looking toward the compilation of recommendations
for the strengthening of existing procedures to be presented by the
Board of Directors of the Society to the membership at large for gen
eral adoption.
I earnestly urge that proposed changes deserve mature and delib
erate consideration; that they should be weighed in the light of pro
fessional experience and economic practicability, with primary regard
to the ultimate public interest. I believe it would be most unfortunate
to sponsor proposals hastily and capriciously conceived.
Our committee acknowledges with thanks this opportunity to
present its views and to participate in this discussion.
Chairman McCall: Thank you very much.
I am going to ask Mr. A. Louis Oresman to speak.
Mr. Oresman will speak on the viewpoint of the accountant who
audits the smaller concerns.
Mr. Oresman: By way of introduction, I want to say that I am
a member of the New York State Society of Public Accountants and
also admitted to the Bar, although I am not a practicing attorney.
I want to present here views which are that of the smaller inde
pendent certified public accountants, based on my own experience of 20
years as a practicing accountant.
During this period, my firm has made examinations of the books
of hundreds of average sized companies. Some of them, a good many
of them, have had to be salvaged by creditors. As a part of our in
vestigation of these companies, examinations were made of the finan
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cial statements previously issued by them, for the purpose of obtaining
credit.
In a majority of cases, we found the statements to have been
decidedly on the optimistic side. In many, the exaggerations of assets
and understatement of liabilities were sufficient in amount to wipe
out the entire capital shown on the statements. In many of these in
stances, the proper audit of the assets and liabilities would have re
sulted in the showing of the true condition, with the probability that
credit would have been shut off long before these companies en
croached on the assets which really belonged to creditors.
Now, why weren’t proper audits made? I t is my belief that the
client wanted to pay only so much, and so the accountant gave him
what the client wanted. That is, the accountant did not deliberately
falsify figures, but he limited his audit to the amount of the fee. In
some of the trades, where the firms have limited capital and depend
so much on liberal credit from banks and merchandise creditors, limited
audits are becoming less frequent because the accountant himself has
come to realize that no matter how much you qualify an audit cer
tificate, if a creditor gets stuck, he usually thinks and often says that
the accountant should not have been a party to the issuance of a state
ment based on a limited or restricted audit.
This means loss of prestige to the accountant and reduces the pos
sibility of getting recommendations from creditors for new business.
The accountant in those cases has, therefore, been forced to insist on
more complete audits in his own self interest. For example, in our own
practice, we will not issue a statement without making substantial
checks of receivables by direct communication with debtors and without
substantial checks of inventories, quantities and prices. In a majority
of the statements prepared by our own firm, the accounts receivable
are verified by direct communication and physical inventories of the
merchandise are taken under the supervision of our staff.
I am of the opinion that accountants themselves can and will, as
time goes on, extend the scope of their audits.
I realize that in the case of a company having tens of thousands
of accounts, the cost of verification of all the accounts annually may be
prohibitive, but there is no reason why substantial samples cannot be
taken and verified.
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It is also true that there are some companies, particularly the large
chain stores, which do not respond to request for verification. They
do not answer, and in those instances, verifications cannot be obtained.
Now, the same is true in the main of the verification of inventories;
it is true that the accountants having a varied clientele cannot hope
to become familiar with every type of merchandise dealt in by their
clients. However, it is my belief that sufficient tests of quantities can
be made to safeguard against gross overstatement of inventories, and
I emphasize the word “ gross.” It is only in the case of gross over
statement that these things come to light, and result in losses to
creditors and stockholders. Accountants should not, in my opinion,
certify any statements which will be publicized unless certain tests
already referred to are made of the receivables and of the inventories.
Saying on the certificate, “ We hereby certify,” and then continu
ing to nullify the certification by exceptions should, in my opinion, be
eliminated from certificates.
It is my further opinion that the present form of certificate should
be changed so it will contain a clear statement of what has been done
by way of verification.
I agree with Mr. Carey’s statement that more attention should be
given to get companies to issue statements at the close of their natural
business year rather than adopt a traditional December 31st as their
statement date. This will spread the work of accountants throughout
the year and obviate the necessity of large accounting firms having
to engage so many new and temporary assistants, largely the result of
peak activity.
Bankers and credit grantors must cooperate with accountants by
refusing to accept limited audits. They can stop the credit if they want
to and in the case of publicly owned corporations, I think the stock ex
changes have the power to demand more complete verification of bal
ance sheets and profit and loss statements.
In the matter of the selection of auditors, I think that should be
left to an auditing committee appointed by the Board of Directors. The
Committee should not include any of the active officers. This will
insure an impartial selection and leave the auditors free from the man
agement influence, nor should the officers be permitted to prescribe
the scope of the audit. It is my opinion that only certified public
accountants should be permitted to practice. I don’t know that it
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is generally known that almost anybody can bold himself out as a
public accountant. In New York State only a certified public account
ant, receiving the certificate from the State of New York is permitted
to use the designation “ Certified Public Accountants” but if you
want to call yourself an accountant, all you have to do is to have a
telephone number and a place to get your mail.
I think it would be wise to have a rotation of auditors in charge
of audits of the large firms which have their securities listed on ex
changes. There should be a rotation of auditors. I do not think that
the auditors themselves will say that one auditing firm is more com
petent to audit a particular enterprise because he has been on it for
several years. As a matter of fact, I think the large auditing firms
are now adopting the procedure of rotating their own staff men
so that the same man will not audit the same firm too many consecutive
periods, and that I think would have been the safeguard which would
have caught the Interstate situation which you mention, Mr. McCall,
the padding of $358,000 in cash.
Finally, I think that perhaps the accounting profession has tended,
and this is not the fault of the accountants, it is just a natural develop
ment with the larger companies dominating the field, and with the large
accounting firms having branches in so many cities and so forth—I
think that too many of the publicly owned companies are being audited
by a few auditing firms.
Now, that may sound like a plug for myself. Perhaps it is, but I
sincerely believe that more independent certified public accountants
with smaller staffs, where the work can be done throughout the year,
where you don’t have to hire new people at the peak, I think will help
considerably in solving some of the problems brought about by the
recent cases.
Now, in my opinion, the bankers can do more in this direction, and
when I say “ Bankers” , I mean the commercial bankers and investment
bankers, can do more in this direction than any other group in our
economy, for it is those people who really do the recommending of
accountants. They suggest who the accountants may be in many in
stances because management go to Bankers for suggestions, not that
they deliberately foist any particular firm on anyone, but that is how
it works out.
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Now, one more point on this subject as brought out by Mr. Roth
child. In the practise of our own firm, and I think those that I myself
am personally familiar with, we always list, and I think most account
ing firms do, they list the insurance, they prepare a schedule of insur
ance. I don’t think it is anything new or novel.
Furthermore, there are instances where some of the large corpora
tions are self-insurers. That means that they set aside out of surplus
or profits a certain amount as a reserve, and in those instances the
amount of reserve would have no relationship to the size of the inven
tory.
Furthermore, it is known that their inventories are carried in
so many different locations in warehouses, you do not have to carry full
coverage, so that it is conceivable that a company might have ten mil
lion dollars of inventory located in ten different cities and perhaps
the total coverage of insurance might only be $2,500,000.
Thank you for giving me an opportunity to air my views, so to
speak.
Chairman McCall: I am going to call on Colonel Robert H. Mont
gomery, President of the State Council of Accountancy.
Col. Montgomery: Mr. Chairman, the Act of the Legislature which
created the Council on Accountancy provides that the Department of
Education or any officer of the State may call on the Council for advice
with respect to any matters of accountancy in the State.
We had a meeting of the Council yesterday and the request of the
Attorney General was considered and we are very happy to respond
to that call.
I think that we foresaw some of the things that might be said
this morning, particularly that of Mr. Haskell, in which he said they
were having a flood of suggestions and I think you, sir, are having a
flood of suggestions.
I think, under the circumstances, it would be proper for the Council
to take a little more time to consider what it in turn might suggest, and
I take it that as one of the aims of your office, under the Act of the
Legislature, we should have an opportunity to confer with your office
and to consider the suggestions that might be made to you which you
think are worth while for our consideration, so that we will hold our
selves in readiness to respond further at any time.
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If there is anything further that I can say this morning, I will
be very glad to answer any questions.
Chairman McCall: Thank you very much, Colonel. I think with
the suggestions that we have had here today and with some of our
own, and with your help and the help of others, that we will be able
to do a pretty good job.
Col. Montgomery: Thank you very much.
Chairman McCall: Mr. A. S. Fedde of the Grievance Committee,
under the Educational Law pertaining to Certified Public Accountants.
Mr. Fedde: You were inquiring a few minutes ago as to what steps
could be taken in the case of members of the Institute or of the State
Society in case they had incurred some penalty.
The Grievance Committee is not a Committee of the American
Institute of Accountants, or of the New York State Society of Certified
Public Accountants. It is a committee of ten certified public account
ants appointed by the Regents of the University of the State of New
York, under Article 1495, Section 57, of the Education Law. Its
jurisdiction is to hear charges of fraud, deceit or gross negligence of
a certified public accountant in this State. The proceedings are initi
ated by the filing of a charge with the Commissioner of Education. If,
in his opinion, there appears the possibility or probability that a Cer
tified Public Accountant has been guilty of fraud, deceit or gross neg
ligence, the charges are presented to the Grievance Committee. The
Grievance Committee hears those charges and the proceedings are pre
scribed by law. When the hearings are terminated, the record, Com
mittee’s determination, findings, and recommendations, are forwarded
to the Regents who may revoke the certificate of Certified Public Ac
countants or suspend the accountant from practice, as a Certified Public
Accountant, or reprimand him.
The presentation of the case, and the prosecution of the case be
fore the Grievance Committee is done by the Attorney General.
That is all.
Chairman McCall: Do you have power to initiate investigations
on your own initiative?
Mr. Fedde: We have not.
Chairman McCall: And your jurisdiction applies only to certified
public accountants, not to the ordinary public accountants!
Mr. Fedde: That is correct.
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Chairman: McCall: If yon suspend a man, does that prevent him
from practicing accountancy in the State?
Mr. Fedde: As a public accountant, but he cannot practice as a
certified public accountant.
Chairman McCall: He cannot represent any longer that he is a
certified public accountant?
Mr. Fedde: That is right, but we do not suspend him. The Regents
revokes the certificate.
Chairman McCall: Have you any suggestions yourself which
might be helpful so far as you are concerned in the supervision and
qualification and keeping in line of certified public accountants in the
State ? I mean, it would be very helpful, I am sure, if there were any
suggestions you have that might help to correct any of these things.
Mr. Fedde: This hearing was called because of certain enumer
ated cases. I think in view of my position on the Grievance Commit
tee, that it would be possibly improper, and I do not believe you would
want me to discuss the particular cases, and if I discussed particular
phases, it might be held to be matters connected with these cases, so I
would rather leave the discussion of those things to the members of
the Committees of the American Institute and the New York State
Society.
Chairman McCall: I am far from wanting you to discuss partic
ular cases or anything like that. I am merely asking, are there any
suggestions you might have that might broaden your jurisdiction,
broaden your powers, or, in any way, be helpful in that respect, not
in connection with any past, present or future matter.
Is there anything that you might suggest that would be a recom
mendation that we might take?
Mr. Fedde: Steps have been taken recently by the Education De
partment for their investigators to cooperate more closely with the
New York State Society, having the purpose of sifting apparent
fraud, deceit or gross negligence with the view of evaluating the pos
sibility or probability that it would be a matter suitable for presenta
tion to the Grievance Committee.
Chairman McCall: Have you found you could not do things be
cause of limited jurisdiction or lack of authority?
Mr. Fedde: Absolutely not. We have had full cooperation in the
Attorney General’s office in the presentation of cases, examination of
witnesses and advice on any legal phases.
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Mr. McGohey: I understand, Mr. Fedde, that under the present
state of the laws all the power of Regents is to revoke the man’s right
to practice as a certified public accountant or suspend or reprimand
him, that it deals only with his right to use the title of Certified Public
Accountant.
Mr. Fedde: That is right.
Mr. McGohey: It doesn’t affect his right to practice as a public
accountant if he can find clients?
Mr. Fedde: That’s right.
Mr. McGohey: Isn ’t it a fact that the Regents or your Grievance
Committee suspends or reprimands or revokes only in serious cases?
Mr. Fedde: A revocation, I would say, is only in very serious cases.
Mr. McGohey: Are there very many of those, Mr. Fedde!
Mr. Fedde: Not very many.
Mr. McGohey: Now, in cases of suspension, I suppose that would
be a lesser degree.
Mr. Fedde: That is a lesser degree, but there are even very few
of those.
Mr. McGohey: And in reprimands, are they mostly cases of neg
ligence?
Mr. Fedde: They might be cases of negligence or they might be
cases of deceit where the Committee believes that the proceedings have
served the full purpose of deterring the person from a repetition.
Mr. McGohey: Well, you may not want to answer this question
because of your position, but isn’t it a rather dangerous thing to per
mit a man who has been even reprimanded under your law to go out
and hold himself still out as an accountant to practice accountancy? In
other words, you feel that your reprimand may deter him, but there
is not any guarantee that he will be deterred.
Mr. Fedde: You see, one has to weigh the seriousness of the offense
against the punishment, and the results which might follow in case the
certified public accountant’s certificate was revoked. We realize that
that certificate is the result of many years of very hard work and
there may be mitigating circumstances in certain cases where perhaps
the accountant had gotten into a situation before he had received his
Certified Public Accountant certificate and perhaps did not quite know
how to get out of it.

54

Mr. McGohey: Well, let us take the extreme case of the man whose
certificate is revoked. He may still practice accountancy.
Mr. Fedde: Yes, sir.
Mr. McGohey: Isn ’t that a dangerous situation?
Mr. Fedde: I believe it is, but under the laws of the State----Mr. McGohey: —oh, yes, I appreciate that.
Mr. Fedde: There is no prohibition.
Mr. McGohey: There isn’t any proceedings that the Regents can
take under that?
Mr. Fedde: No.
Mr. McGohey: Do you think it would be well to consider the desira
bility or the practicability of legislation that might correct that situ
ation?
Mr. Fedde: That is a legal problem that I think is too much for me.
Mr. McGohey: Has it been considered, do you know?
Mr. Fedde: I believe it has been considered a great many times,
and I think perhaps Dr. Horner is more competent to discuss that
phase than I am.
Mr. McGohey: I am aware of the particular constitutional and
legal difficulties in anything like that, but I am wondering if the subject
has been studied.
Mr. Fedde: It has been studied and it has been considered over a
long period of years.
Mr. McGohey: In the profession of law, of course, you are aware
of the fact that if a man is disbarred and practices law thereafter in
any form at all----Mr. Fedde: Oh, yes.
Mr. McGhoey: —he can be convicted of a felony.
Mr. Fedde: T hat’s right.
Chairman: McCall: The same applies to doctors.
Mr. McGohey: Yes.
I have no further questions. Thank you very much.
Chairman McCall: Now, before we adjourn for luncheon, I would
like to announce that we have Dean Madden of the School of Com
merce of New York, and Dean O’Reilly of the School of Business at
Fordham University, and Dean Moore, of City College, Dr. Roy Kester
of the Accounting Department of Columbia University, Professor An
drew Nelson of St. Johns University, from whom we will hear this
afternoon.
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Of course, I have been holding in reserve Dr. Horner who is up
here with me, but before we adjourn, I would like to call on John Pol
lard, who is a former State Auditor and present Supervisor of Home
Owners’ Loans.
Mr. Pollard: Mr. McCall, gentlemen, I have listened with quite
some attention to the remarks of the various speakers, and some of
them are very excellent, but none of them have yet answered the ques
tion, not to my mind.
I would like to be able to stay here this afternoon and possibly
hear the questions, some of which will be asked by Mr. McCall.
I might tell you that I have had a varied experience in accountancy,
possibly one that you have not had. I had those same men that went to
prison for various reasons working for me and I therefore had the
opportunity to inquire from them how they did it and why they did it.
You know, we had business men before we had bookkeepers, and
they conducted their business and they made money and they knew just
about what was going on, but as their business expanded, and it was
necessary for them to keep accurate records, then we had bookkeepers,
and then when we found out we couldn’t trust the bookkeepers we had
to have auditors to come in and check them up, and later on we
found out we couldn’t trust all the auditors. I don’t have to tell you
that. So the thing is, what are we going to do about it ?
Mr. Gould asked a few questions. I think his remarks were excel
lent, very excellent, and he wanted to know how about the salary paid
to the audit concerns and how much salary did they in turn pay to the
auditors. He wanted to know about the charge for the time and what
the supervision was. Now, we can have all the auditors we want and
make an audit, but unless they are properly supervised, the audit is
not worth very much. It may look fine. They may know how to set it
up, make all the statements so you don’t have to flounder around, you
know just where to get everything. Everything is tied up beautifully,
but what do they mean after all unless they are properly supervised?
I would say that an audit should be really an investigation. In
fact, I know it should be, and so do you, and in order to make an inves
tigation, you have to know something about what you are investigat
ing, and it has been brought out here by different gentlemen, they ad
mitted it in the various reports here, that they could not do this, be
cause they didn’t know what that was, they couldn’t check this inventory
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because they weren’t sure of the inventory. That is not making an
audit.
I made an audit eight or ten years ago and it was very simple.
A man doing a business of more than a million dollars a year and he
wasn’t making any money. Had a beautiful firm of auditors going in
there and they were making up beautiful statements, most accurate,
but they weren’t checking the inventory. That is all that was the
trouble. $34,000 worth of inventory in the warehouse right underneath
the office wasn’t there at all. About $130 worth was, but there was no
$34,000 worth of inventory right under the proprietor’s nose.
I point this out to you, gentlemen, and I think you will agree with
me that something has got to be done in order to insure a proper inves
tigation, and, going back to supervision, when we send out auditors to
audit the books of any concern, I can answer the question that was
asked, what do they do and whom do they send and so forth and so on.
Well, I was eighteen years of age when I was sent out on an audit.
I had a supervisor and eight or ten kids went with me. That is still in
practice, that is still in vogue. They send one supervisor who knows
what it is all about and they send out some young men who must get
experience because we have to get it some place and we are most grate
ful to have that opportunity. However, something must be done about
making proper audits in order to avoid some of the terrible things that
have been happening.
Mr. Carey’s remarks were very fine. I think they were excellent
and I liked very much the remarks about the auditors being appointed
before the closing of the business. That is excellent.
You walk into my concern and you try to make an audit of some
thing that has actually happened and that you aren’t at all familiar
with. That is when you have to do a lot of investigating and that is
when you have to have the proper people to make that investigation.
However, you can take these young men that we must have in the audit
profession and you can send them in there in the early stages of the
business, the first of the year, we will say, and let them grow up with
it, let them see the various changes that are made, let them be known
to them, so that at the close of the year they know as much about that
business as the men who are actually working there and employed
there.
Another thing that he brought out was about the character of the
men making the audit. Well, there is your answer. There is your
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answer. Unless they are men of character, I don’t care what laws
you may have, and I don’t care what close supervision you may have,
unless they are men with character who look up to the profession and
who wouldn’t do anything to disgrace it, then you are not going to
get very far with it.
Mr. Oresman, I think, said that he believed every one should be a
certified public accountant, and I will agree with him, but I am a little
surprised though to hear some of the answers given, that there is no
real control over the certified public accountants. I am not a certified
public accountant because I don’t have to be. That is the reason.
If we are going to have a man that is a certified public accountant
and he is thrown out of the Society and he goes right next door and
continues to practice, what is the use of being a certified public ac
countant? I think some legislation should be enacted that once a man
has been thrown out, if I may use that expression, as a certified public
accountant, he is finished. He has no business in this profession. I
think there should be some action taken along those lines.
I might say that I have had auditors work for me who defaulted
to the extent of $300,000, and I ask how they got away with it, if I
may use the slang. I have had others who got away with $45,000, and
another one, with a cold million, certified public accountant, and I ask
him how he got away with it, and later got a pardon. Well, I will tell
you what they told me, and it gets right back to the proper supervision
again. They did not, or they did have, rather, the confidence of the
people for whom they were making the audit. They were friendly with
them. They were doing it year after year. They were visiting their
homes and vice versa, and they were so friendly that the head of the
concern would not question anything he told him, and the stockholders,
of course, they take it for granted that the audit must be all right. I
think an auditor should absolutely have the opportunity not to be in
any way held down. He should state just exactly what he sees. I think
Mr. McCall asked that question. He should be in the position to state
exactly and to tell everything and be afraid of no one, and that is the
only way I think that you will really get a perfect audit.
I cannot make it too strong about an audit really being an investi
gation. We play around with figures. You might set them up a little
different than I would. We may have a little argument about how this
should be set up, what accounting should be charged to, or something,
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but whichever way we do it, it may come out the same. But, in order
to make an audit where the public in particular is investing their
money, I think it is absolutely necessary that an audit be made because
of the human element that enters into it, the head of the concern, the
bookkeeper, cashier, and so forth, they thoroughly understand that
an investigation is being carried on all the time. They may get away
with it once, but they won’t get away with it the second time. Thank
you. (Applause.)
The Chairman: We will continue at 2:30 this afternoon.
(Thereupon, at 1:00 o’clock p. m., a recess was taken until 2:30
o’clock p. m.)

A fternoon S ession

The Chairman: I think we might as well get started, and I would
like to call on Dean John T. Madden, of the School of Commerce of
New York University.
Dean Madden: Mr. McCall, I happen to be a member also of the
Council of Accountancy and Secretary of that, but I am also Dean of
the School of Commerce, Accountancy and Finance of New York Uni
versity.
I do not know that I can contribute anything. I am here very
largely as an observer, because we are interested, of course, in the
schools, but, if I can answer anything I will be very happy to do so,
any questions, or contribute anything that I can.
The Chairman: I have in mind that maybe in view of the discus
sion this morning that you might have some suggestions or comments
on the general situation from a theoretical viewpoint, something that
might be helpful to us to overcome the instances that we have referred
to.
Dean Madden: Well, of course, I have had a special peeve on in
ventories, because one of the first jobs that I had in private employ in
the city of New York, I lost because as the auditor of that concern,
I declined to sign an inventory which I did not believe in, so I was
dismissed, lost my job.
That led to a suggestion which I once made in 1925 in an address
before the Pennsylvania Electric Association, which has been printed
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in the Proceedings of that Association, namely, that there should he
some officer of a corporation—I called him the auditor because that was
before the days that we had this comptroller function emphasized—
who should be elected by the stockholders and who should report to the
stockholders. He should work with management, but to be indepen
dent of management. In other words, he would not be dominated by
management. I felt that that would form an independent check par
ticularly in the days of 1925, and later, which I thought I foresaw where
management became very largely a fiduciary relationship, and it was
the essence of the fiduciary relationship that there should be an inde
pendent check upon the fiduciary. And I could see that the accountant
elected by the stockholders would be that function. That did not in
any way interfere with the work of an independent review of the ac
count by certified public accountants who would still act as a check
upon the internal organization and a check upon the auditor, but it did
give the Board of Directors of the corporation an opportunity of con
sulting with an officer of the corporation elected by the stockholders
to inform them, and he would have the duty of seeing to it that what
ever appeared in the annual reports and in the annual statements was
correct. It formed one more check in the process.
Chairman McCall: Do you think it possible, in your opinion, that
there could be some set rules that every financial statement would have
to have as a mandatory provision, that that could be formulated, that
it would be practicable?
Dean Madden: I think we must realize that accounting is an art
which has progressed and made improvement as time has gone on,
and that it has attempted in part to meet the increasing complexities
of modern business. Accounting has, however, a very limited scope.
For one thing, for example, it deals largely with dollars, which is
the unit of measurement, and the dollar is apt to be of different value
at different periods of time. We might, for example, add $100,000 a
year to our plant and property account for twenty years. We total up
a cost of twenty million dollars, but no two of those dollars perhaps
would buy exactly the same quantity of physical units because of the
fluctuating purchasing power of the dollar. One of the limitations of
accounting is that we have to solemnly add up those $20,000,000 and
say the cost of the property is $2,000,000, but $2,000,000 were the dol
lars of 1924 with their purchasing power, or the dollars of 1914 with
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their purchasing power. That is merely an illustration of one of the
limitations of the accounting process.
In connection with inventories, of course, my early experience
was with a private corporation, where we did have physical inventories
and had stock records. Our internal auditing system required that we
check up on the stock in the cellars, and so we would count the tierces or
the barrels, or even in loose stock, count the piles and check those with
the stock records. However, if some empty tierces had been tiered up
at the end of the pile, our process would not have discovered that if
there had been a cleverly concealed scheme of fraud to deceive us.
Now, in that particular case, of course, we were familiar with the
character of the inventory. I can conceive of many cases, however,
where the accountant has not the technical skill either to properly ap
praise the inventory or to even value it. I think it is very difficult
to lay down general rules. I do think the only thing we can say
is this, that the accountant has to be eternally vigilant.
Mr. Furman: Do you think, Dean, that a method of varying the
audit program each year would be a means to discover any clever
manipulations of accounts?
Dean Madden: I think we lay it down in the books that the audit
program should be varied. I think it is laid down in the books gener
ally that the persons making the audit, should be substituted, different
persons make the audit, but there you have a difficulty sometimes
as a practical matter of the clients themselves who violently oppose
change of auditors, and they feel in many instances that they are pay
ing for the expense of educating the members of the accounting staff
in the particular line of business that is being audited at that time, and
so you have that opposition, but I think it is laid down in all the books
that the auditing staff should be changed, and that there is no such
thing as a standard audit program for any particular line of business
or even a standard audit program for a particular concern. I think
that is an objective that should be aimed at by practicing auditors.
Chairman McCall: Thank you very much, Dean.
We will now hear from Dean O’Reilly, of the Fordham University
School of Business.
Dean O ’Reilly: I have just a short statement that I would like to
read, very general in nature.
Chairman McCall: We will be very happy to have it.
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Dean O’Reilly: In a letter accepting the invitation of the Attorney
General to be present at this meeting as a representative of the Fordham University School of Business I already have expressed my ap
preciation and thanks. Any constructive suggestions to the end that
the auditing procedure followed in the verification of the financial state
ments of business organizations may be improved, which may result
from this meeting, will be received with a great deal of pleasure and
satisfaction by the profession. A meeting of this sort should go a long
way toward clarifying the situation which has developed in the minds
of persons not connected with the accounting profession, and, there
fore, it is a timely public service.
In common with all economic institutions, auditing has evolved
over the years to fill a want growing out of the ever-changing condi
tions of economic life.
Almost a millennium separates the relative simple task of “ hear
ing” the accounts of the manor from the audit of the large corporation
of today. As business development quickened with the coming of
the industrial revolution, auditing procedures kept pace with the in
creasing volume, extent and complexity of modern business. And,
as in the past, the technique of the professional auditor will change
in the future to meet the requirements of new conditions as the chang
ing process continues and the need for alteration of auditing practice
comes to light.
However, economic changes do not take place over-night, and
changes in auditing practices should not be made precipitately. Overhasty, ill-considered alterations of technique may very well prove to be
absurdities tomorrow in the light of more deliberate study and a better
perspective. No part of our population is more determined that audit
ing practice shall keep abreast of the needs of the present time, and
certainly no part is better equipped for the task of revision where re
quired, than the accounting profession itself. In America the records
of the American Institute of Accountants and of the New York State
Society of Certified Public Accountants offer eloquent testimony to
the fact that the members of the profession are keenly conscious of
their social responsibility and that they are resolved that it shall be
discharged faithfully.
Constructive suggestions for the modification or extension of audit
ing procedure imply careful and thorough study of all of the pertinent
factors. The matter is far too important not only to the accounting
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profession but to the whole business community, which means the
public in general, to be satisfied with anything less. The study must
be objective and without undue regard for isolated and unusual cases
of fraud. Failure of procedure should be distinguished from failure
of the human element. Such a study may show that the present techi
nique is amply adequate—that is by no means outside of the range
of possibility. On the other hand certain changes may be indicated as
desirable or necessary. Whatever the outcome of the investigation
may bring to light, a committee of the members of the profession,
such as the committee which has been organized by the State Society,
is best suited to conduct the study and to formulate the necessary
remedial changes. (Applause.)
Chairman McCall: Thank you very much.
Is Dean Justin H. Moore, of City College, here? (No response.)
Is Dr. Roy B. Kester here?
A Voice: Dr. Kester was here this morning.
Chairman McCall: Is Professor Nelson here?
Another Voice: Dr. Kester expected to be back again this after
noon.
The Chairman: Since Professor Nelson is here, we will hear from
him. Professor Nelson is from the School of Commerce of St. John’s
University. Perhaps he will say a few words.
Professor Nelson: My feeling, Mr. McCall, is th is: that the fault
is not to be found with the principles of accounting as we understand
them today, nor is the fault to be found in the procedures that are well
defined and understood by reputable practitioners. It is understood
by all of us that there is no such thing as one procedure for conducting
an audit. Judgment must enter into this to a very great extent.
It is my feeling also that the accountant cannot be called upon to
shoulder any responsibility that is without the scope of his engage
ment, therefore, if the accountant is told that he must not do this, he
must not do that, the accountant has but one recourse, and that is to
properly set forth either in the body of his statement, in his certificate,
or in some manner to which proper reference can be made, the limita
tions that have been placed upon him. Therefore, I am compelled to
go to the root of the thing, and the root sends me back to those who are
receiving and accepting statements.
Grantors of credit, whether it be merchandise or money, if they
are willing and continue to accept statements that are qualified, and

63

qualified to what we might call the nth degree, certainly this is far
beyond the scope of the accountant. I should like to see the day when
those people who are accepting statements would demand a statement
that is almost devoid of qualification, but this not the fault of the
accountant.
I submit to you, sir, that many of the certificates that we read are
of such a nature that by the time we have gotten through considering
the negatives, because all the statement does say is that this state
ment is in accordance with the books and records of account,—and in
this there is not much security.
While I was here this morning, I heard a discussion that come
from one of your assistants, and I should like to say a word with re
spect to that, and that was to that line of questioning that had to do
with men whose certificates were taken away, and immediately entered
into the practice of accounting.
I should like to see the day when only Certified Public Accountants,
beginning with a certain level of work, are permitted to engage in
accounting work. We have tried to do something like that in the past.
The record will show that, but there has been great opposition. There
is nothing to preclude a man who is not a Certified Public Accountant
from certifying a statement, although not as a Certified Public Ac
countant, and I would like to see our basic laws so changed as to take
care of a condition whereby if a man has been reprimanded, or he has
had his certificate taken away from him, that that man would be abso
lutely estopped from practicing in New York, and this thing should go
beyond the boundaries of New York.
I think we can get laws of this type, and this again throws the
burden back on the shoulders of lawyers, because then such a law
would then be within the State and under the control of the governing
body for the State.
Chairman McCall: Before you go, I would like to ask you—you
spoke about the reservations and the certifications by accountants. I
have had instances where the accountants would submit a formal, orig
inal report to the officers and directors of the corporation who would
in turn prepare their reports for distribution to stockholders and to
the general public, and that report would not contain the reservations
that were even made by the accountants themselves.
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Professor Nelson: I think you would find that very thing has been
anticipated by what we call the more reputable practitioners, wherein
they particularly demand that if any statement is going to be published,
that their consent must be procured in writing. If any statement is
to be published other than the one that appears over their certificate
or on their stationery, that must receive their consent.
Chairman McCall: Do you think it is practical or possible that
legislation could be passed that would regulate the conduct of account
ants as it does the conduct of medical doctors and attorneys?
Professor Nelson: Unquestionably it is possible. There has been
opposition by those who are without the certified public accountant
bodies, for instance, and they have fought it vigorously. It should be
done, and when we have done that, we shall have gone far.
Chairman McCall: You don’t have any more personal suggestions
of your own, meeting the general subjects discussed this morning?
Professor Nelson: I have a great many notions, but I would like
to turn them over in memorandum form, then, with your consent, I
would like to submit such a memorandum incorporating some things
which, in my opinion are constructive.
Chairman McCall: I should like to receive them. (Applause.)
Is Mr. Maurice A. Haas here?
Mr. Haas is a practicing certified public accountant.
Mr. H aas: The thought that has come to my mind in this situation
is that the major evil outside of the human element is the qualified
auditor’s certificate. As between an accountant and a single propri
etor, partnership or a closely held corporation, that type of certificate
may be all right. A business not affected by any public interest may
limit its expense by limiting the expense of the auditors engaged, and
if the client and the accountant understand each other, there can be no
objection to a qualified certificate, but in any business affected with
the public interest in which the public business, stock or securities, is
involved, the case is different.
As Mr. Gould and Mr. Redmond said, the average layman does
not understand an accountant’s certificate. He reads a balance sheet
over the signature of an accountant, and believes that that signature is
a guarantee of the correctness of the figures.
Now, I do not believe that an accountant is called upon to guar
antee a statement, but the layman’s confidence in him should be justi-
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tied, and this can be done, in my opinion, by some legislation providing
that no securities can be sold in, this State unless there is filed in some
public office a balance sheet prepared by a certified public accountant
and supported by an unqualified certificate in plain language.
I admit an accountant is not an appraiser and/or an expert in mer
chandise of every kind, but in cases of such companies which are large
enough to be on a Stock Exchange, independent appraisers can be re
tained by the accountants, and I disagree that such tactics would in
volve a prohibitive cost.
If McKesson & Robbins Company could afford to spend $93,000
for an anual audit, the company could afford to spend a few thousand
dollars more to protect their stockholders.
As to the other assets, an accountant, knowing he must submit an
unqualified statement, will satisfy himself that the figures are correct,
and if he is satisfied he should not be afraid to say so; and if he is not
satisfied he should not issue the statement.
Thank you. (Applause.)
Chairman McCall: I am going to ask Dr. Horner of the State
Board of Education to speak to us.
Dr. H orner: Mr. Chairman, I have been sitting at this head table
at the request of the Attorney General, and I want you to know, sir,
that I wish to convey to him this statement, that a request from the
Attorney General to any member of the staff of the Education Depart
ment is always a command to which we are glad to respond.
I take a sort of fiendish satisfaction here today in sitting in at
a conference where a profession, and not the department, is on the
mat, (Laughter), because it seems to me, Mr. Chairman, that this is
largely a question of professional procedure rather than a question of
education and licensing, and therefore I look on with some glee at the
performance.
We are bound to keep in mind, however, I think, that we are dis
cussing the activity of a relatively new profession, compared with
medicine, dentistry and law,—accountancy as regulated by a State is
relatively new.
New York State was the first State in the Union to enact an ac
countancy law which was passed in 1896. She was the first State to
advance the educational requirements for certified public accountants
from the high school level to the college level, and I think there is only
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one other State as yet, Mr. Carey, that has followed our lead. Isn ’t
that so?
Mr. Carey: None by law, but one by regulation.
Dr. H orner: New Jersey by legislation. Therefore, New York
State still stands at the forefront in her requirements of a certified
public accountant certificate, and I think as a layman, as an outsider,
I can say without hesitation, that the certified public accountant cer
tificate in New York State is the most highly desired State credential
in the United States.
It is for that reason that out educational institutions throughout
the country offering courses in business or accountancy seek the pro
fessional level of education in order that post graduates may qualify
for the certified public accountant certificate in New York State.
Now, I think there has been no more tremendous progress in any
field of professional education throughout its history than we have wit
nessed in the last twenty-five years, let us say, in the field of business,
including accountancy. I recall very well when I left college a good
many years ago, 1901, there was talk in my university about the estab
lishment of courses in business—talk about it. When I went back to
my twenty-fifth anniversary, that talk had developed so far that the
largest group in the graduating class were from the School of Busi
ness, and today it is true throughout the country that our schools of
business hold their heads up proudly alongside of other schools in
most of our great universities.
In other words, the college of business or the school of business
stands alongside the College of Liberal Arts or the College of Science
or the College of Engineering. A tremendous progress has been made
in that professional field, but we are yet dealing with a young pro
fession. We have not yet in New York State followed the processes
in all of the other professions.
Now, in New York State, in thirteen other professions, the prac
titioner must be licensed and practice is literally restricted to those
actually licensed by the State. That is not true in New York State in
accountancy. It is now true, I believe, Mr. Carey, in perhaps twelve
or thirteen other States, I think, because a great many other States
now follow the pattern of our New York State law, simply setting up the
standards for the New York State certificate, but not restricting the
practice of those holding the certificate.
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In the forty-two years since our law has been in force, we have
certified about seven thousand persons who have secured our certificate.
Inasmuch as we do not have an annual registration law, we never at
one time know just how many are in practice. I should judge, how
ever, that about half the number, half the total number certified are
actually alive and practicing or endeavoring to find clients today.
In other words, there are perhaps thirty-five hundred active cer
tified public accountants in the State.
Now, I hesitate to touch upon the question, hut it is bound to
be touched upon. It would not hide its head. While we have been
certifying these persons through these forty-two years, there being
no restriction, another group of persons has grown up who are free
to practice accounting who, under the law, may do anything under the
sun that the certified public accountant may do, except to style them
selves as certified public accountants.
Some one questioned this morning whether that issue had ever
been under discussion. Heavens, yes, Mr. Chairman, I have been
smothered with a discussion of it for the last ten years. The issue has
been raised again and again, sometimes by the certified public account
ants themselves; sometimes by the public accountants who are not cer
tified. I think the last proposal, Mr. Chairman, was that we should
enact a statute which would recognize the public accountant engaged in
practice at the time of the act, designate them as public accountants,
let them use the title public accountant instead of certified public
accountant, and then to restrict the certification or licensing of new
persons to those who actually earned the certified public accountant
certificate. That would mean after a generation or two that all future
practitioners would have to earn the certificate of certified public
accountant.
Now, there has been honest difference of opinion as to the wisdom
of enacting such a statute. There is wide difference of opinion, I think,
today in the State Society as to whether or not such legislation would
be wise and would be in the public interest. I am not going to mention
any of my own convictions about that matter because they are pretty
well known by all the certified public accountants here, and there is no
consequence for it on this occasion. I merely wish to say that it seems
to me that that problem as well as the one you are discussing is pri
marily and fundamentally a professional problem which the profession
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should itself seek to work out. If there is something rotten in Denmark
now, and if I had $18,000,000 and somebody hid it for me, I would
think there was, then it is the business of the profession primarily to
discover how we can prevent such a situation in the future, just as it
seems to me it is the business of the profession to determine largely
its professional standards. If the profession in this State gets to the
point where it believes in restriction, then it will have it, and until
that day I doubt whether the State of New York will witness restric
tions in the sense that we have it in other professions.
Mr. Chairman, the Attorney General has done us all a. very great
service in endeavoring through this conference to throw light on this
troubled situation. I have had contact enough with the deans of our
schools of business in the State, with the Council on Accountancy, with
the Committee on Grievances, with our Board of Commerce and with
deans of colleges throughout the country, to know that the profession
as a whole will be anxious to go with the Attorney General in trying
to tighten up anywhere tightening seems to be necessary.
Now, if it turns out that this is not altogether a question of pro
fessional procedure, it may have to be thrown back on the Education
Department, and the educators. It may be that we are not teaching all
we should in our schools of business. It may be we are turning out men
not imbued with the proper ethics, the proper approach to the business.
If that is true, then you would have the right to challenge us to look
thoroughly into that procedure.
All I can say there is that the universities of the country are sup
porting these schools of business, are looking to them to stand up along
side of other colleges, and are, I believe, ready at all times to go into
their courses of study, to discover whether or not they are doing
a good job, whether or not there is something that they can do better.
I know of no education institution in the State or in the country which
thinks it has solved all of the questions which arise in a school of
business or in a course in accountancy. I think I am able to pledge
to the Attorney General the earnest efforts of all educational institu
tions to aid in the undertaking that he is pursuing. (Applause.)
Chairman McCall: I wanted to ask you, Doctor, if it was not prac
tical to at least require an examination of public accountants or cer
tified public accountants similar to the examination that we give real
estate agents.
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Dr. Horner: We give a very detailed examination to certified pub
lic accountants. You should ask some of the fellows who have taken it
fifteen or twenty times.
Now, here is the syllabus upon which the examination is based
for certified public accountant’s certificate----Chairman McCall: But that isn’t the problem. I am referring to
this great mass of public accountants who are not affected by that in
the slightest way.
Dr. Horner: The only solution to that, as I see it, is some recog
nition. They are wholly outside the control of the educational depart
ment now. We have nothing to say about them, about the nature of
their practice in any way. They are wholly outside of our jurisdic
tion. One may practice accountancy just as readily as he may start a
grocery store in the State of New York.
Chairman McCall: That is exactly what I have in mind.
Dr. Homer: That is a problem that has not been settled in this
State. I, for one, believe it is the profession’s problem first and fore
most.
Mr. Prosnitz: May I ask a question?
Chairman McCall: Are you asking Dr. Horner?
Mr. Prosnitz: I am really addressing this question to the Chair
in a sense, and that is th is: I am wondering whether we are not wander
ing a little afield in trying to solve the problems of a certified public
accountant versus a public accountant, because I really doubt whether
the public accountant outside, who is outside the sphere of registra
tion, I doubt whether that group of public accountants has any real
importance, whether such a person is a great factor in the auditing
of the accounts of companies who are listed on the Stock Exchange.
I believe that group of accountants is not involved in that particular
type of auditing. In other words, the problem that we as certified pub
lic accountants have, is the proper regulation, if there is a regulatory
problem, of the profession of certified public accountants, and I be
lieve in fact the very hearings that are now in process are caused by
audits that have been made by certified public accountants. It seems to
me that the educational problem and the standing of the public
accountant in relationship to it is an entirely different problem that is
not being considered here today.
Chairman McCall: Well, I would like to suggest to you on that
particular point, that the job, the particular job that we are mostly
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concerned with, while it is eventually certified to by certified public
accountants, the actual work was not done by certified public account
ants, so that they do enter into it, no matter what way you look at it.
Mr. Prosnitz: But, Mr. McCall, the practicing certified public
accountant today assumes responsibility for his engagements, and
offices like ours with half a dozen men, with a certified public account
ant in charge,—that certified public accountant assumes the respon
sibility for the half dozen men under his supervision, and that report
goes out of his office regardless of who assisted him.
Chairman McCall: The supervisor in charge of the job is not a cer
tified public accountant in two instances.
Mr. Prosnitz: Then, if I may be allowed another minute, the Com
mittee might be heading in the right direction if the number of firm
members in relationship to the size of the particular firms that have
these tremendous engagements in hand—if the number of firm mem
bers in relationship to the total were to receive serious consideration,
because all of us, I think, will agree that accountancy cannot be prac
ticed on a mass production basis and still be considered professional
practice, and I believe as long as you have touched on that point, the
specific problem is, shouldn’t there be a certain number of responsible
firm members in relationship to the size of the staffs'? If that partic
ular problem was solved, I think we would go a long way in the direc
tion of the ideals, namely, unqualified certified statements.
Chairman McCall: So far as the Attorney General’s conference
is concerned, it is now formally closed.
I would like to have any public discussion that you want, but I do
not intend to make it part of my record or part of the public record,
because I am not going to be responsible for utterances of persons
whom I don’t know about----Mr. Morris H. Gothafel: I represent a very large group, Mr.
Chairman. I believe our views ought to be expressed here.
The Chairman: You can express your views here. I am merely
reserving the right to terminate my conference and throw this into an
open forum, and I will be very glad to accept your suggestions, but
I merely wanted to indicate that so far as I am concerned, the confer
ence of the Attorney General is closed.
Now, this may be an open discussion.
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Mr. Gothafel: I wanted to bring to your attention this fact. I per
sonally feel that the solution to your problem, and I think you have
quite a problem on your hands, personally I feel that the people in the
State of New York look to the accountants to put their house in order
at the present time.
We have heard from the profession, from the leaders of the profes
sion, certified and not certified, that the public was not prepared, nor
was the public ready for the control of the profession along the same
lines as is medicine or law, and some of the other professions as well.
I am in hearty accord, so long as the practices of accounting are
concerned, as far as auditing is concerned. There is no man prouder
than I am of the profession. We can certainly feel proud of the work
that the accountant does. These few cases that have been quoted here
today are exceptions. While it is true that your office has been in the
sort of work that has been investigating firms that are in trouble, yet
if we go through the business of the accountancy profession, you will
find that the rank and file of accounting is highly ethical. He knows
his business and does his level best to keep on the right side of things.
Yet there is one duty that that accountant does owe to the public
at large, and to the credit grantors generally. Unfortunately, the ac
countants have not taken that responsibility, and I say that advisedly,
Mr. Chairman, because I say the accountant has not taken the respon
sibility on his shoulders the way that he should.
I am in accord with you 100 per cent, that when an individual reads
a balance sheet, he should know that every item on that balance sheet
is 100 per cent correct, and that can be done very nicely by proper
regulation.
Dr. Horner several years back called a conference, but we were
told at that conference that the profession was not ready, that there is
no public demand, the leaders of the profession told us there was no
public demand. Now, if when the Attorney General, representing the
State of New York, calls a conference and, as the doctor told us a few
moments ago, he is glad it is the profession that is on the pan and not
the Education Department, I certainly say that it is a demand and a
public demand for housecleaning, and we can do it very nicely and with
out much trouble.
I, for a large group, Mr. Chairman, ought to use this concrete sug
gestion. It will not hurt the certified public accountants. The preced
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ing speaker just said that the public accountant is not at all interested
in the subject before discussion. I tell you, Mr. Chairman, the doctor
told us that about 3,500 accountants are certified, practicing in the
State of New York. I believe the Chairman of the Examining Commit
tee of the Certified Public Accountants’ Board will bear me out, in
excess of three thousand men have taken the examination in 1937 and
about two thousand or more men have taken the Certified Public Ac
countants’ examination in 1938. That is quite a number. There are
as many men, and a good many more men than those who have taken
the examination who have not taken the examination and are now
practicing as public accountants, men who have over twenty men in
their firms, as I have.
Now, the firms that the gentleman has referred to that are audit
ing Stock Exchange books are not his firms, or my firms. You can
count them, gentlemen, on two hands, those firms who control the busi
ness of the Stock Exchange. We are not discussing those six firms.
We are discussing the fundamental principle at the present time. What
can we do to make those six firms, make my firm, your firm, and every
body else’s firm, responsible to the public to invest in those firms? It
can be done.
Several times during the past seventeen or eighteen years, three
years to be exact, bills have been passed in the Legislature, if you
please, both Senate and Assembly, and unfortunately Governors have
vetoed regulatory bills, which would have given this regulation for the
public. But I want to offer you something now which not a certified
public accountant in this room or outside of this room could possibly
object to.
Here is a group of public accountants who are willing to place
themselves under your jurisdiction and control or under the jurisdic
tion and control of the Board of Regents, that should they do something
similar to this Interstate Hosiery case, McKesson & Robbins case, or
any of the other cases that you have examined, hundreds of them in
your office, and cases that I have examined personally in my line of
business, bankruptcy assignments, whereby accountants have been in
dicted and convicted—lo and behold, when they have served their terms
in the various jails, penitentiaries and so on, they go out practicing
accountancy today and are practicing accountancy today. That is what
you are after. I don’t blame you for being astonished, but how can we
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trust a man who practices accountancy after he has been convicted or
has had his certificate taken away. He does so. The State of New
York wouldn’t stultify itself in taking away a m an’s certificate unless
it is for a mighty good reason. However, the moment you take his
certificate away, the next day he becomes a public accountant, and I as
sure you it is not going to he a great hardship, he is not going to lose
many clients as a result of the loss of a certificate. He will have the
same standing, not with the Board of Regents or the Certified Public
Accountants’ Board of Commerce. He has lost that desirable parch
ment, and I know it is a desirable thing for a public accountant, in
cluding myself. I know how desirable it is to hold that certificate, but
this is one thing that this State should do, there is one man here today
that the State has honored. He is here today. That man is the Chair
man of the Board of Commerce, and at one of the conferences he
said: “ It is my contribution to the profession to regulate it and to see
that we really make a profession out of it instead of a business. I for
one am willing to be satisfied to grant the Certified Public Accountants’
certificate to every man practicing accountancy today and to close our
door at this time and from now on only admitting them by examina
tion.’’
And at this point, Mr. Chairman, I had taken exception to the
statement and to the kind and gracious offer made by the gentleman,
and I said neither I nor any group would accept that because we did
not want to have something for nothing. We did not want a Certified
Public certificate that you gentlemen have worked so hard for, but all
we want is that you pass any kind of a bill to permit us to practice,
to do the things we are doing today and nothing else. We are public
accountants today doing the same thing you are doing, and all we
want is to have you tell us we are under your control and your super
vision, and if I do not do something that is proper, take that license
away from me and I am through as a public accountant. I cannot see
what objections there can be to that.
So I say to you, while in the preceding proposed legislative bill
we had provided at all times licensing of certified public accountants
as certified public accountants and licensing of public accountants as
public accountants, I say to you th is: If the Certified Public Account
ants do not want to be licensed, do not want to be numbered and tagged
and so on, I say that the public accountants are willing to be numbered
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and tagged and classified. Leave the Certified Public Accountants
alone, control them through your Regents Committees, license for the
sake of the public and general credit grantor, those men who are not
certified today, then put those men out of business. They are perfectly
willing to take that chance if they do anything wrong.
I tell you the public accountant today is just as jealous of the
work he does, of the reputation that he has to maintain in the commu
nity, as any certified public accountant, and if he is willing to place
himself under the regulation and control of the Department or any
department that the State of New York sees fit to designate, you have
taken a step in the right direction, because once you will do that, and
you will then take away the certificate from the Certified Public Ac
countant for doing something that he has not done properly, where will
he go? He cannot practice as a public accountant because the public
accountants will have been licensed and controlled by the Department
which that proper legislation will designate. Then he will be definitely
out in the cold. That is the real solution to it, Mr. Chairman.
I feel the public definitely demands that the conference speak for
itself. We must have it and we must have it today.
Chairman McCall: Do the public accountants have any recognized
organization?
Mr. Prosnitz: Yes, Mr. Chairman, I happen to be privileged to
serve as Chairman of the Board of Directors of the Accountants Associ
ation of New York. The group that has always represented the public
accountants is my group.
Chairman McCall: How many members do you have?
Mr. Prosnitz: About seven hundred. I may also add that there
are quite a number of certified public accountants who are members
of our association. They also hold membership in the State Society.
Mr. Charles Hecht: Before you close the meeting—I am a member
of the Council on Accountancy. I offer to you this constructive thought,
namely, that you make available to those who are invited to this con
ference today the minutes of what has occurred, so that they can be
used in formulating such recommendations as may be found to be
desirable.
Chairman McCall: In connection with that, of course, the minutes
are available, but I am afraid they will have to be paid for. If any
body wants them they may order them right here from this young
lady who is taking them for that purpose.
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Mr. Reis, do you have something you wish to say?
Mr. Bernard M. R eis: I would like to say a word on behalf of the
investing public, the body which has not been heard from at this
meeting.
Chairman McCall: We have only heard from the head of the
Bureau of Securities----Mr. R eis: Only indirectly.
I might say th is: I am a Certified Public Accountant of the State
of New York, and my certificate number is 921, and I received it in
1921. I am a Director of the Consumers’ Union of the United States,
which has 70,000 members, and a Director of the American Investors’
Union, which has just come into being.
I have been studying financial statements for the last twenty years,
not only in a professional capacity, but also in my interests in the in
vestor, and two years ago I published a book in which there is a chap
ter dealing with accountants. It may interest you to know that people
in the schools outside of New York and outside of New York University
have a different regard of many Certified Public Accountants than
they should have, and I can quote from a statement by Professor Fortis
of the Yale Law School, in which he refers to accountants as “ the
willing tools of bankers,” and the willing tools of bankers they are
in many cases.
In 1932 the New York State Society had on its program at one of
its annual meetings, “ What the Accountant Should Do, What Lessons
Have We Learned from the Depression?”
There was one speaker on the program who spoke on the saving on
pencils. I got up and read a paper on the accountant’s duties, and at
that time I said th is: I referred to the Kylsant case, which had been
decided in England, and I said:
“ The ethics of our profession should demand no less than
this, for we must not lose sight of the eventualities of our acts.
Is it not obvious to you that no defense remains for the gross
negligence of accountants? As responsible accountants, we can
no longer accept blindly the statement of an officer of a corpo
ration and in the event of any misrepresentation take refuge
behind a defense often seen in accountant’s certificates ' Accord
ing to information and explanation given us.’ No assertion
should go unverified unless we show in the clearest of terms in
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our statement that such assertions were accepted at face value,
but without verification and without pretense of knowledge.
The accountant should, of course, verify every item. That is
his job. The public relies on him to do so. He should not as he
has in the past verify the cash and let millions of dollars of
miscellaneous assets appear at so-called book values without
any verifications. But in the event that it is impossible for him
to verify, in all public statements that fact should appear in a
prominent place on the face of the statement. Such a practice
would have saved the public hundreds of millions of dollars
invested directly or indirectly on reliance of accountants' state
ments during the past five years.”
That paper was never published. I think it is the only paper ever
delivered before the New York State Society that we never published,
and the reason was that the directors of this Association of the Amer
ican Institute are in control of a handful of firms who guide policies
in their own interests.
That is proved in case after case, and only recently, within the last
six months, have I seen financial statements of companies listed on the
Stock Exchange which were grossly false and which are going to
result in disasters equally as bad as McKesson & Robbins Company,
and whose fault is it? The fault is principally the fault of the persons
in control of the New York State Society and of the American Institute
of Accountants. When a number of years ago the matter came up
before the Court of Appeals as to the duties of accountants, the Amer
ican Institute of Accountants filed a brief as Amicus Curiae, requesting
that the accountants be held not liable. The Institute’s attitude, ex
traordinarily enough, was not to uphold the ethical responsibility of
the profession, but merely to protect its purse. Its contention that
the accountants should not be held liable was based on two grounds:
(1) That the certificate of the auditors certified that the balance sheet
was a true and correct view of the financial condition of the business
in accordance with the books, and “ with the information and explan
ations given us.’’ This qualification they said was sufficient to compel
strangers to come to the accountants if they expected to rely on the
certificate. (2) That the accountant should have no responsibility other
than to the person who employs him.
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That principle, fortunately, has not been sustained by the Court
of Appeals of the State of New York, and neither has it been sustained
by the United States Circuit Court of Appeals for the Southern Dis
trict of New York.
There are, however, certain things which hamper the carrying out
of these rules of liability, and what are they? They are the absolute
recklessness of leading members of our profession who will not hesi
tate to take the stand in important cases and confuse juries by utter
ing rules of accounting which any member, any young student, apply
ing for the degree of Certified Public Accountant would be flunked on.
We have cases of text book writers and leading members of the Society
who say it is not necessary to risk contingent liability where the con
tingent liability amounted to $10,000,000 or $12,000,000. We have a
president of a New York State Society who very technically says 99
per cent of the people never understand statements. It makes no
difference what goes into a statement. I can tell you I am clever
enough, therefore the Government should continue to be fooled:
Or, you take another Certified Public Accountant who goes so far
as to say that Notes Receivable of subsidiary companies, a practice
which is not recognized by any court rule of law or by any practice,
may be included in other notes receivable, amounting to millions of
dollars, and all of these things result in fraud to stockholders, to the
extent of millions and millions of dollars, and when the stockholders go
into the court of law and try to get redress, what happens? The
leaders of the profession say to a jury, “ Oh, we think it is all right.”
Now, we have also had the case of leading accountants in New
York, according to one New York newspaper, who went out to the
Insull trial, as the New York Times expressed it, I think, to put the
stamp of approval on all of the practices of Insull. There is the
real situation. The accountants themselves, the people who are in
control of these societies, not the mass, but the mass of accountants
are honest, the mass of accountants know how to do their work, but
this handful of accountants who have control of the work for the
banks are willing to take the word of officers and directors and know
that they can get away with it.
I might also mention th is: That these matters were called speci
fically to the attention of the New York State Society. I wrote to one
of the members on the Grievance Committee of the State of New York,
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and he answered me something to the effect that it is none of their
business to look into these things. The question is, what is this com
mittee to do ? To regulate the small man and let the large man get by
in his gross negligence and let the public be swindled out of hundreds
of millions of dollars a year?
I mean, something has to be done, and the thing that should be done
is that the State should exercise a greater control over accountants
and not be so willing to take the word of the leaders of the New York
State Society and the leaders of the American Institute of Accountants
as to what should be done and permit weasel words to enter the pro
fession—
Dr. Horner (Interrupting): Will you permit an interruption?
You spoke a moment ago as if you had exact facts about some one high
in the Society who had not acted properly.
Mr. Reis: I have.
Dr. Horner: Will you file a complaint on that?
Mr. Reis: Yes, sir, I will send you a list of one hundred cases where
leaders of the profession make statements, and I would like to read one
or two of them now.
One is a statement here:
“ Was it the duty of the auditor to disclose the fact there
was a trust relationship and that it had been violated in this
balance sheet?
“ It was not the duty of the auditor to report in his balance
sheet that there was a violation of the trust relationship.’’
Or, an item like this: A company had prepared a balance sheet
to the officers of the company. That balance sheet was correct. When
it came to issue a statement to the public, an entirely different state
ment was prepared, which was misleading. How did the accountant
justify it?
“ That balance sheet (referring to the one prepared, the
correct balance sheet) that balance sheet was prepared for in
ternal consumption.’’
Or, in another case an accountant, referring to the omission of
some $12,000,000 of contingent liabilities from a balance sheet which
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caused the company to go on the rocks, said, “ There is no rule as to
contingent liabilities being stated.’’
I will send you a list of thirty such instances.
Dr. Horner: You will take oath as to your knowledge of the facts?
Mr. Reis: I will take oath on that and give you the opinion of the
United States Circuit Court of Appeals.
Dr. H orner: You should have done that before.
Mr. R eis: I wrote to your Committee and a member of the New
York State Department and I had an answer that it wasn’t any of my
business.
Now, I have a few suggestions that are clear and simple. These
are the suggestions, and I would like to have your ear.
Now: (1) Accountants’ reports should show clearly on the face of
the statement, not in the certification, any items that the accountants
have not verified, and the basis on which the items are listed in the
statement.
(2) The term “ according to information supplied by officers and
directors,” should be entirely eliminated from statements issued to the
investing public.
(3) A copy of all reports sent by accountants to the companies
should be on file at the company and available for access by an inspec
tion by any creditor or stockholder. The reason I say that is th is: I
have come across cases where accountants in their statement, with com
ments, have referred to over-statements of investors in the amount of
millions of dollars. This is not the McKesson Robbins case, but in a
statement issued to the public there isn’t a single mention made of that
over-statement.
The next item, accounting firms should not be permitted to prac
tice unless the name of the firm represents the name of at least one
living member of a partnership.
The next item: The Board of Grievances of the State Education
Department should not be made up principally of Certified Public Ac
countants, but should be made up at least of two-thirds of investors or
representatives of investors or credit men, somebody representing the
public, so that we don’t get this business of Accounting Grievance Com
mittee getting after the little bit of a fellow for some little bit of fraud
and letting the big man go.
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Another item, the New York State Society and the American Insti
tute of Accountants should as rapidly as possible prepare a statement
of fundamental principles of accountants. It is possible to prepare
this. It is possible to prepare what cannot be done in simple language.
It need not be all inclusive, but at least most of the abuses can be elim
inated. I find in every statement issued by the American Institute of
Accountants many words which just lets one accountant after another
escape liability.
The next item is th is: And it is all im portant: Accountants should
be elected at stockholders’ meetings from a panel suggested by the
stockholders and not by the directors of a corporation, and the respon
sibility of all Certified Public Accountants should be made clear to the
investor or the stockholders of that company. I don’t say that the
same group of accountants would not continue in the control of the
audits of corporations, but at least it would make this one difference
in responsibility. I have heard within the last six months an account
ant testify under oath: “Of course I could issue a statement to the
public like this. (It was a company statement.)” “ We just say it
was in accordance with the books. Our opinion is entirely different.”
If he knew it was his responsibility to the stockholders it would
be different.
Therefore, I say the most important change should take place in
the fundamental ethics of the profession, that there should be a change
in responsibility of the stockholders; there should be a different griev
ance committee and a statement of fundamental rules prepared.
I thank you (applause).
Mr. Webster: Mr. McCall, I received an invitation from the At
torney General to attend this Conference. If that meant just merely
to sit and listen, I will be very glad to sit down. If was to suggest
that I say something----Chairman McCall: I would like you to come up and say a few
words.
Mr. Webster: I am chairman of the Board of Commerce of the
State of New York, but I am here as an individual because I have not
conferred with the other members of the Board of Commerce and have
no authority to speak for them at all.
I think I know their minds and I think they know mine, but still
I am talking as an individual.
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I am exceedingly sorry that Mr. Gould who spoke first this morn
ing was unable to remain through and hear everything that was said.
I think I started the applause for him and I would like to have compli
mented him individually because I think he did a wonderful job. He
is a newspaper man, and I believe there is a statement that when a dog
bites a man, and he called us a watch dog, that when a dog bites a man,
it is not news, but when a man bites a dog, that is news.
In the McKesson and Robbins, in the Interstate Hosiery, and
other cases, those are cases where men have bitten dogs. They are
important, they are serious. They deserve consideration, but they
are very rare in connection with the total number of audits made by
public accountants, Certified Public Accountants and others.
Also, the number of audits made by accounants which developed
mistakes in the accounts which are pointed out to the company and
which are adjusted on their books before the statements are rendered,
information in regard to which never gets to the public, that greatly
exceeds the number of cases of this kind that do get to the public, and
then, as a result of some years of auditing experience as has been said
here today, the internal staffs get so that they are better informed, they
have learned somewhat from the auditors who have worked on their
books, and also they are better educated for the work than they were
before, and there isn’t the chance to find the error in accounts that
there were 25 years and more ago.
I began as a bookkeeper in 1885 and as a public accountant in 1909,
and I believe I know something about what I am talking about here.
Before I became a public accountant I had discovered two cases
of embezzlement. The worst one couldn’t be anything done to him
because the embezzler was a relative of the principal owners of the
business, and the other one was the case of a young man who unfor
tunately in his youth out West had been led astray, and he served a
term in a western penitentiary, and, thereafter, I went on his bond
without his knowing it, to get him a job. He ought never to have been
put there where he was subject to this temptation.
Since I have been a public accountant, my firms had detected some
frauds. I personally have had to do with only one, and accounting pro
cedure did not detect that fraud. I just happened to see some very
lightly penciled figures on the books in turning some pages back and
forth and found there were some others there way down in where the
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pages fold over, and it was just enough of a clew so that the man went
to Sing Sing for some twenty-odd thousand dollars.
Now, before I received any invitation to come here, and don’t
think I am going to read all this, hut for our own staff who have been
asked by investors, and because I knew these were cases with relative
infrequency, serious as they are and deserving of attention as they are,
they are relatively infrequent, I entitled th is: “ When Men Bite Dogs.”
It was for our own personal information. 7200 Certified Public Ac
countants have been certified in this State. Then I go on and say some
thing about what they are doing, why are they engaged in such services,
what are the results of accountants’ work. I am not reading my an
swer, how do accountants perform their work, how far can such exam
inations be complete verification. Then I took up cash in office, cash
in books, securities, notes receivable, acceptances, accounts receivable
and inventories, and to my mind I prove that in spite of what has been
said here today there isn’t a single item on the balance sheet as to which
later information may not show that it was incorrectly stated. There
may have been some cash, the cash in bank may not have been only
liquid, it was not even current. There may have been—then, I come
on down to this, and I will ask you to let me read a little.
It appears that there may be a general opinion that an account
an t’s certificate to a balance sheet is an insurance policy as to all the
items therein except the inventory as to which it is thought to have
no bearing whatever. It is unfortunate that such an impression is
held by anyone because it is incorrect in both ways. There is no item
of the balance sheet which later knowledge may not show to have had
a value different in at least some small amount from that at which it
was stated. As to the cash in office the likelihood is small being only
as to counterfeit coin or currency, but as to the bank deposits, the
securities and the receivables the likelihood of some error and of an
increasing proportion of error increases with each item. There is an
other increasing possibility of error where the item of inventories is
taken up but it is not such a probability as that the accountant should
or does disclaim all responsibility. His certificate may state: “ I have
examined, etc. and in my opinion, etc. ” That is not disclaimer. On the
other hand it is a recognition of the responsibility which he has ac
cepted. The opinion there given is not that of a layman but of a tech
nically skilled accountant. It is a professional opinion. Of course it
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may be a wrong opinion, but if so certified public accountancy is not
alone in bearing the burden of a mistake made by one of its members.
Damages have been paid because legal opinions were not sustained.
Dams have been destroyed because engineers have miscalculated
strains and resistance. Persons have died because medical advice was
unsound. And the San Francisco Mint was entered because architects
forgot their boyhood. But there are few who would charge these fail
ures against all lawyers, or all engineers, or all physicians, or all archi
tects. Though they are big prices to pay for knowledge it is through
such failures that civilized society has progressed to more security.
And what are the explanations of the failures by accountants?
Probably in some instances it has been due to the insufficiency of the
technical equipment possessed by the accountant—too little training
and too little experience. In such cases he is blamable for under
taking a service for which he was not fitted. But even then those who
have been injured by his disservice share the responsibility to the ex
tent that for low fees or other reasons they have engaged one who
has not as yet proven his ability.
Perhaps, but probably in only a very few instances it has been due
to the insufficiency of the moral equipment possessed by the accountant.
In such cases he should suffer the penalties for his conduct, but not
alone if others have connived with him in what he did.
And certainly in some cases accountants, able and of unimpeach
able character have been mistaken because they were confronted with
an organized group who planned to outwit them. Even when such
malevolent designs were planned, accountants have not always, or
even usually, failed. Many examinations have disclosed irregularities
which previously had not been suspected.
To refer to a common description of news values, the cases where
accountants fail because outwitted by organized rascality, appear to
be those when men bite dogs. And, paraphrasing another frequently
quoted expression, the more I see of such dishonorable men, the
prouder I am to be a dog. (Laughter and applause.)
Mr. Ernest Willvonseder: (Secretary to the Committee on Griev
ances, State Department of Education.)
Mr. Reis made the statement that he wrote to the Grievance Com
mitteee regarding some of the accusations that he has made here
today. I have been secretary of the Committee on Grievances ever
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since its inception, which I think is about ten years now: isn't it,
Doctor ?
I never received a letter from Mr. Reis, nor did I ever write him
any letter.
Mr. Reis: I have a letter right here, signed Ernest Willvonseder.
I called attention to Mr. Willvonseder on May 4th, 1937, to the fact
that the former President of the New York State Society testified, in
1934:
“ . . . unless captions of current assets on one side and cur
rent liabilities on the other wise, which captions are indispensa
ble to show current assets and current liabilities, then it was not
a rule of accounting in 1925, and it is not today, that notes and
accounts due from affiliated or subsidiary companies or allied
companies should be stated separately in a balance sheet from
other notes and accounts. Very truly yours, (Signed) Bernard
J. Reis."
To this letter, Mr. Willvonseder wrote me as follows:
“ May 20th, 1937.
“ Mr. Bernard D. Reis, 10 East 40th Street, New York City.
“ My dear sir: This refers to your recent letter regarding
the testimony which you state a former president of the New
York State Society gave with respect to the treatment of cur
rent assets and current liabilities on the balance sheet of the
parent company when they originated with subsidiaries. I am
referring your letter to the Committee on Practice Procedure
of which I happen to be a member. I am not sure that it comes
within the purview of the Committee to make an unsolicited pro
nouncement on the subject. Yours very truly, (Signed) Ernest
Willvonseder.’’
That is the attitude. Those are the weasel words.
Mr. Willvonseder: If you read the law under which we operate,
you would see that that is the proper procedure, because it does not
involve gross negligence or malpractice.
Mr. R eis: It involves malpractice, and I can refer you to chapter
after chapter on the New York State examinations for the last 25
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years, and any student who would have answered that way would have
received zero and would be flunked. It is a general rule.
What can you expect of accounting organizations if this is the
procedure?
I am going to send you the basis of all these charges and I am
going to ask Dr. Horner that you act on it with an independent com
mittee and not a committee composed of the New York State Society
of the American Institute of Accountants.
Chairman McCall: Gentlemen, I think we have proceeded longer
than we had intended to.
We have had an interesting discussion and there have been many
viewpoints stated.
I know the Attorney General himself has some very decided opin
ions on the subject, and I know we won’t do anything in a hasty or
sloppy manner. I know we have accumulated a mass of information
here today that will be a great help to all of us, and I want to express
the thanks of the Attorney General and my own for your attendance
and cooperation, and thank you very much. (Applause.)
(Thereupon at 4:30 o’clock P. M., the Conference came to an end.)

